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Fair Return to Public Utilities 
By Joun B. Geisspeek, C. P. A. 


It is the intention to assert and explain in detail in this 
article the opinion that there is a time when a utility plant main- 
tains a normal value beyond which the element of unknown 
wear and tear, commonly called depreciation, does not go. The 
position has been taken that theoretically this normal value lies 
midway between original cost value and scrap value in a normal 
plant. This statement is made in order to show that after the 
rate payers have refunded to the stockholders, in addition to the 
cost of actual repairs and renewals, the difference between the 
cost price and the normal value, thereafter the rate-payers can- 
not be compelled to pay to the stockholders anything further 
on account of depreciation. Inasmuch as this statement is prob- 
ably something not commonly known it is necessary to fully ex- 
plain this viewpoint. This premise has been advanced on several 
occasions, but it was fully described in a leaflet published about 
a year ago by James G. Allison, commissioner and chief engineer 
of the St. Louis Public Service commission. 

The three charts which accompany this article give in de- 
tail the “value lines” of certain portions of equipment of a 
public service plant. By the first chart it is shown that if a plant 
consists of two elements only—here represented by the thin lines 
A and B—the heavy line between them comprises “the composite- 
value line,” or the combined value line of these two elements of 
plant. The life of A is estimated to be ten years, and the life 
of B to be fifteen years. The dotted lines represent renewals of 
these elements of plant at the time of their total exhaustion. 
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It will be seen that the composite-value line meets the end of 
the renewals of A and B at the thirty-year period, and that the 
this time the percentage remaining of the original cost of the 
plant is zero. Therefore, with these two elements of plant alone, 
the plant must be entirely reconstructed every thirty years. 

In the second chart the same premises have been assumed as 
those given in chart No. 1, with this addition, that it has been 
assumed that at the end of the fifth year of the existence of the 
plant a plant addition was made equal and similar to the first 
element of plant here named A, and that at the end of ten years 
_ it has been assumed an addition was made to the plant equal 
to the second part of the plant, called B. Both additions, here 
called aa and bb, have necessarily the same average life as the 
original elements of plant called A and B. The heavy line in this 
chart also represents the composite-value line, or in other words 
the combined values of the four elements of plant. It will be 
noted from the heavy line—or the composite-value line—that 
for fifty years it never reached the zero line, but that at the 
thirty-year period it reached the same value as at the end of the 
fifteen-year period, namely, 29 1-6% of the original cost, and that 
this same value was reached again at the end of another fifteen 
years, or forty-five years, and that this condition will continue 
to repeat itself forever. The deduction to be made from this 
chart is that if a plant is composed of elements which are con- 
tinually renewed, and to which continual new additions due to 
natural growth of business are added, then the composite-value 
line can never reach a value that would mean complete deprecia- 
tion or scrap value, in this instance zero. 

The third chart illustrates a composite-value line of a plant 
with a large number of continuous annual replacements and re- 
newals, and in addition thereto betterments and additions from 
time to time. This chart is a continuation of chart No. 2 but 
introducing more elements of plant; hence more renewals, and 
also more additions, in order to bring it in keeping with the facts 
and conditions of the management of the business of a grow- 
ing public utility. 

It has been assumed in this chart that the scrap value was 
9.1% of the original cost, and it will be seen from this that, as in 
chart No. 2, the composite-value line can never reach zero. On 
account of the large number of renewals, additions and better- 
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ments the composite-value line remains closer to the normal-value 
line. The normal-value line is simply the straightening out of 
the composite-value line or composite-value curve by taking the 
average between the highest and the lowest values to which the 
plant rises or depreciates prior to and after renewals. The an- 
nual variation from the normal-value line is calculated by divid- 
ing the difference between scrap value and original cost value by 
the number representing the various lengths of life of the various 
elements of which the plant is composed. 

As the scrap value is 9.1%, the remaining amount subject to 
depreciation is 90.9%, one-half of which is 45.45%, to which 
should be added the scrap value of 9.1%, making the normal value 
54.55%. Therefore, in a normal plant the depreciation to be 
refunded to stockholders by rate payers, in addition to the actual 
cost expended on repairs and renewals, is but 45.45% of the 
original cost. In some plants, such as a telephone plant, where 
additions are frequent and constant, and where operating efk- 
ciency is high and therefore maintenance is high, this normal 
value is estimated to be over 80% of the original cost. Of course, 
it should be understood that what has been said in this relation 
is merely a mathematical exposition of a well-known fact and 
that a large plant can never depreciate to scrap value. 


Explanation fur Calculating Normal Value. 

Chart No. 1 assumes that line A represents an element of plant 
with an average life of 10 years. Line B represents another ele- 
ment of plant with an average life of 15 years. The heavy line 
represents the composite value line, or the combined value of 
A and B. The average life of A and B would be the lives of A 
and B added together, or 25 years, divided by two, which would 
make 12-1/2 years. At the end of the roth year, A must be re- 
newed. The question therefore at the end of the ten-year period 
is, What is the remaining composite value of A and B ex- 
pressed in the percentage of the original, or cost, value? The 
property value remaining in B at the end of 10 years— 
assuming that B has a life of 15 years—will be five years, or 
33-1/3% of the original cost. This divided by two, for the 
composite-value line, which is the combined value of A and B, 
would be one-half of 33-1/3 or 16-2/3%. 

It becomes necessary to consider what is the composite value 
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of A and B, after the renewal of A has been accomplished, and 
this should be expressed in the percentage of the original cost. 
It follows that B remains, as explained heretofore, at 33-1/3% 
of original cost, and A being entirely new represents 100% of 
original cost. The two combined make 133-1/3%, and then the 
composite value would be one-half of 133-1/3%,- or 62-2/3%, 
as expressed by the chart. At the end of the 15-year period, the 
life of B is ended and therefore it becomes necessary to renew 
B. The first question to be considered is, What is the remaining 
composite value of A and B at the end of the fifteenth year? 
The value remaining in A, which was renewed at the 10-year 
period, is five years, and its life being 10 years it still retains a 
value equal to 50% of its original cost. As B is exhausted there 
remains no value in that part of the plant, and therefore the com- 
posite value of the two combined is one-half of 50%, or 25%. 
After the renewal of B, we must again ascertain the composite 
value of A and B. A, as we have seen, has remaining a value of 
50% ; B, being new, represents 100% ; the two together 150%, 
or their composite value of 75%. 


At the end of the 20-year period, or twice the life of, A it 
becomes again necessary to renew A, and as before stated we 
must ascertain the composite value remaining in the plant. A 
has no value, but B’s life having been 15 years, and having 
been used only for five years, or one-third of its life, B retains 
a value of 62-2/3% of the original cost. This percentage applied 
to the composite value as explained hereinbefore gives a combined 
value to A and B of one-half of 66-2/3%, or 33-1/3%. A is 
now renewed, and as stated before has added 100% to the re- 
maining value of B, making the combined value 166-2/3% or 
the composite value one-half of this, 83-1/3%. 


At the end of the 25-year period there are no renewals neces- 
sary, because there remains a portion of A and B to be used. 
There is left of the life of A 50%, and of the life of B 33-1/3%, 
making a total of 83-1/3%, or a composite value of one-half of 
this, or 41-2/3%. At the end of the 30-year period both A and 
B are exhausted, and must be renewed, because 30 is the least 
common multiple of both 10 and 15. As both A and B have 
to be renewed at this period the plant is in the same position as 
at the end of the first year, and therefore the composite-value 
line will repeat itself each 30 years. 
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Chart No. 2 assumes the same premises as explained for 
chart No. 1. The life of A is 10 years and the life of B is 
15 years. At the end of five years an addition is made to the | 
plant similar to A. The line representing this addition to plant 
is called aa. It is necessary therefore, at the end of the five 
years, to arrive at the composite value of A and B. A has a 
value of 50% ; B has a value of 66-2/3%; a total of 116-2/3%, 
one-half of which is 58-1/3%, or the composite value of A and B 
at the end of the fifth year. aa is then added to the plant and it 
becomes necessary to place this addition in the composite value 


line: 
One-third of which is the composite value, or ............... 72-2/97 


It will be noticed that this time there has been taken one- 
third of the total percentage, because there are now three ele- 
ments of the plant, and therefore the divisor becomes three 
instead of two. At the end of the 10-year period the renewal of 
A becomes necessary, and consideration of such renewal in the 
composite value must be ascertained : 


000% 
One-third of which, or the composite value, is ............... 27-7/97%e 


Then occurs the renewal of A, but in addition to the renewal 
of A there is added to the plant another unit similar to B, the line 
representing this addition being called bb. After the renewal of 
A and the addition of bb the composite value is calculated as 
follows : 


100% 
One-fourth, or the composite value, of which is ............ 70-5/6% 


As there are now four elements in the composite value the 
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divisor has been changed from three to four. At the end of the 
15-year period, B has to be renewed, and also aa, because aa’s 
life is 10 years and was installed in the plant in the fifth year, 
therefore it is exhausted in the fifteenth year. Before the re- 
newal of B and aa, the composite value is as follows: 


116-2/3% 

One-tenith, or the composite value of which is .............. 29-1/6% 


After the renewal of B and aa the composite value would 
be computed as follows: 


50% 

bd, vemmining 06 ObOWE 62-2/3% 

Cne-tea of which, or the composite value, is ............. 79-1/6% 


At the end of the 20-year period A must be renewed, and 
prior to its renewal the composite value is found as follows: 


One-fourth of which, or the composite value, is ............. 37-1/2% 


After the renewal of A the composite value is computed as 
follows : 


aa, remaining value as above ..............sccccccccccccccccscs 50% 

bb, remaining value as above ................-ccccsecccescces 33-1/3% 

One-fourth of which, or the composite value, is .............. 62-1/2% 


At the end of the twenty-fifth year aa and bb are both value- 
less and have to be renewed. The composite value prior to re- 
newal of these two is as follows: 


Ountean of which, or the composite value, is ............ 20-5/6 
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| 
| Taking the renewals of bb and aa the composite value is 


computed as follows: 

One-fourth of which, or the composite value, is ............. 7o0-5/6 


At the end of the 30-year period A and B are valueless and 
the composite-value line prior to renewal is computed as fol- 


lows : 
One-fourth of which, or the composite value, is .............. 29-1/6% 


After the renewal of A and B the composite value would be 


as follows: 

One-fourth of which, or the composite value, is .............. 79-1/6% 


It will be noticed from the chart that at the 15-year period 
the composite-value line before renewal was 29-1/6% and that 
this same percentage was obtained at the end of the 30-year 
period. Therefore, after the 30-year period, each 15-year com- 
posite-line will repeat itself, this because 15 years is the longest 
life of any of the elements of the plant. Therefore, this chart 
teaches among other things that the composite-value line will 
repeat itself at the end of the period representing the longest 
average life of any one element in the plant. 


The chart further teaches that ii there are introduced into 
a plant at stated periods new additions, such as are customary 
in the ordinary business of any growing public utility plant, 
then the composite-value line of the entire plant can never reach 
the zero line, which represents total depreciation of all the plant. 
It also teaches that if there are introduced into the chart more 
original elements of plant, and more additions, and more renewals, 


‘ 
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then the variation between the lowest composite value before 
renewals and the highest composite value after renewals and ad- 
ditions have been introduced will become less in percentage of 
original elements of plant, and more additions and more renewals, 
in chart No. 3. 

The annual variation between value before renewal and 
after renewal, from the normal or average line, is calculated by 
dividing the difference between scrap value and cost value by 


the number representing the various lengths of life of the vari- | 


ous elements of the plant. After the period of construction re- 
newals and additions follow so closely that a plant retains a nor- 
mal value. Thereafter the repairs and renewals line will keep 
that value at a normal figure, obviating the necessity of provid- 
ing for further depreciation. 


The Three Elements of Plant Deterioration: Repairs, Renewals, 

Depreciation. 

Depreciation, as such, is always a moot question among 
courts, economists, engineers, accountants and managers of con- 
cerns to which the doctrine of depreciation is to be applied. The 
normal value theories as herein set forth will be illustrated as 
they would obtain in a plant in which the doctrine of deprecia- 
tion is difficult to apply—namely, a telephone plant. In regard 
to depreciation of telephone plants the additional difficulty is 
encountered in that but few economists, engineers, accountants 
and courts have had opportunity to study the question, or there- 
fore to follow precedent in this instance. 


The difference between depreciation of a telephone plant and 
that of any other plant is that the former embraces a large num- 
ber of small integral but expensive pieces of manufactured arti- 
cles as contrasted with the heavy bulky units of railroads, tram- 
ways, water and other similar large plants ; and furthermore, the 
equipment of a telephone plant is exceedingly delicate, intricate 
and expensive. It is an established principle that heavy bulky 
articles do not depreciate as completely as do small manufactured 
articles. Therefore, taking a telephone plant by pieces, there is 
found an enormous number of small articles the value of which 
may be said to disappear almost completely. Yet, taking all these 
pieces as a whole the completeness of the deterioration of value 
does not exist to that same extent because the plant is so intri- 
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cate and delicate that charges for maintenance and repairs must 
be high to keep it to a very high standard; otherwise it could 
not be operated. 

The efficiency as to the maintenance of a telephone plant, 
as far as can be found, has no equal in any of the other plants 
to which the principle of depreciation has been applied by courts, 
economists, engineers and accountants. To illustrate this, the 
following might be stated: A tramway system may have cars 
which almost fall to pieces, or rails that are almost worn out, 
and a road bed that cannot be considered as having a solid 
foundation—yet every passenger is willing and is almost com- 
pelled to use the tramway car to its full extent and pay the same 
price as if it were a good, new, up-to-date system. The result 
is that, with equipment in bad repair, the revenue may be at its 
height. 

In considering a telephone plant it should be remembered 
that, if its efficiency of operating is low the inevitable and im- 
mediate result is that, through the operating inefficiency or defects 
in the mechanism, the telephone in most instances is put out of 
service. With a telephone system, the mechanical efficiency of 
which is poor, the revenue will naturally be reduced by that 
condition. An inefficient telephone system is expensive to the user 
at any cost, its value lying in its efficiency and extent. From 
_this it may be deduced that a telephone system must be in the 
highest possible state of perfection. The only way to keep this 
up to a high percentage of operating efficiency is through the 
medium of large cost of direct maintenance. Further, this be- 
comes the more important owing to the fact that it comprises 
such a large number of small manufactured articles. This high 
direct maintenance cost does not exist in plants composed of 
comparatively few but large units. Here repairs remain, as a 
rule, at a minimum, and at different periods, or stated intervals, 
what is left of certain sections and portions of equipment is 
discarded and entirely new and up-to-date equipment is in- 
stalled. From the latter method one may see that it is easy to 
distinguish and differentiate between maintenance, repairs, and 
renewals on the one hand and depreciation, or whatever one may 
call it, on the other hand. The point to be brought out is that 
by virtue of the high efficiency to be maintained in a telephone 
plant—the maintenance, renewal and depreciation—are so closely 
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allied and interwoven that it is difficult to segregate them, and 
therefore it is more difficult for experts to determine the amount 
of depreciation on such a peculiar plant. 

There is an important element in the factor of depreciation 
that must be considered, and that is the average life of the 
entire plant. It is customary to consider that a plant has a cer- 
tain average life. The total plant value is divided by the aver- 
age number of years of life of the plant. Thus the annual depre- 
ciation is obtained subject to the element of residual value. This 
process is faulty, for the reason that no plant can at any time in 
its entirety become absolutely valueless. This statement does 
not refer alone to the fact that every plant has a certain scrap 
value which in proportion to the entire value is small. It is 
intended to show that if the plant of a going concern is in 
operation it must have a certain value at all times considerably 
higher than scrap value, because if it were in a poor condition 
as far as operating efficiency is concerned it could not be operated. 
It must, therefore, be in a condition where it must have far more 
value than is scrap, if the plant remains a going concern. What 
percentage of total cost of the plant thus remains as a live 
factor, as long as the owners are operating the property is a dis- 
puted question ; but some economists and engineers as well have 
held that for a traction company or an electric car system this 
is at least 50%. 

Considering the previous statements in regard to the fact 
that operating efficiency of a traction company can be far lower 
than that of a delicate and intricate telephone system, the value 


of a going cencern in the telephone business with high efficiency . 


must be consider» bly more than 50% of its original cost; in fact 
it is above 80%. These statements are not made in relation to 
the value to be paid for the plant in case of a sale or the market 
value, but rather to a value that represents the investment upon 
which a fair return should be earned. If depreciation is charged 
in addition to repairs and renewals the public, or the consumer, 
has paid back to the utiiity company that amount for immediately 
existing reduction in the \>lue of the property due to wear and 
tear not yet made good by renewals. That is either in the 
pockets of investors or stockholders or is in a reserve fund ; if not 
in the fund, then it is in the reserve account and has been used to 
purchase additional plant. Thus the depreciated plant value, 
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added to earned surplus either on hand or paid to stockholders, 
will equal the original investment. In such a case a fair return can 
be only on the depreciated value of the original cash investment 
and not on the cost of reproduction. Therefore, if depreciation 
is allowed in addition to repairs and replacements, the cash invest- 
ment upon which a fair return is allowed is reduced each year 
by the amount of depreciation so allowed. Hence the rate should 
be reduced each year by the interest or the fair return on the 
depreciation allowed. Thus continued for as long as deprecia- 
tion continues—or 50% of the cost, or the life of the plant—a 
fair return on the first half of the capital must cease at the same 
time that the depreciation ceases. The utility corporation cannot 
have both—namely, the return on the principal in depreciation 
and interest on the amount so repaid by the consumer. 


The normal value of a large plant cannot fall below 50% 
of the difference between cost and scrap value, because the ayer- 
age life of a large number of units, each of a different length of 
life, gives such a variety of lengths of life, especially if installed 
at numerous different periods, so that the time of complete use- 
lessness of the individual parts of the plant falls at so many dif- 
ferent periods that the renewal of these parts at their various 
periods makes it impossible for the entire plant to ever reach the 
period of complete scrap value, either through obsolescence or 
wear and tear. Therefore, while at any given period an uncom- 
putable depreciation undoubtedly exists it will never become evi- 
dent in the plant that constantly becomes a subject of renewals, 
repairs and replacements on account of obsolescence. The 
oftener parts of the plant become obsolete the higher the main- 
tenance and replacements will be, and the more impossible it be- 
comes to find a time when the plant has only scrap value. The 
more intricate and delicate the plant, and the higher the demands 
for efficiency, the higher its maintenance and replacement must 
be and the farther off the inevitable period of complete useless- 
ness. With it all the period of realization of the inevitable 
moment of that unknown, uncomputable factor of ultimate plant 
deterioration is so far pushed into the future that no one can 
compute it. At any rate, the normal value lies nearer to the 
original cost than 50% of the difference between original cost 
and scrap value, as far as a well equipped public utility plant is 
concerned. 
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Conclusions as to Deterioration. 

Summing up what has been said about depreciation in the 
preceding pages: The deterioration of a plant consists of three 
elements: (1) Maintenance and repairs; (2) Renewals; (3) 
Depreciation. Of these three maintenance is a just current 
operating charge. Renewals are of such a nature as will re- 
duce depreciation—the latter being that unknown, uncomputable 
factor of ultimate plant deterioration which exists at any period 
at which it is desired to ascertain exact plant values, because the 
renewal periods of parts of the plant have not as yet been ex- 
perienced, nor are they due at this time. Therefore, if renewals 
run high, depreciation becomes very small, and in such a utility 
as a telephone company it becomes practically a negligible quan- 
tity, after having reached the “normal value,” which may be 
estimated at above 80% of the original cost. 

The theory of “normal value” explained the reason why a 
plant cannot have depreciation below one-half of the difference 
between original cost and scrap value. It has also been shown 
that this element of depreciation is altogether separate and 
distinct from the actual outlays which the company must make 
and pay for from day to day for repairs and renewals. The 
amount to be paid by the rate payers for depreciation, there- 
fore, is an item of compensation not to be paid out by the com- 
pany for repairs and renewals, but to be paid out by the company 
as a refund to the stockholders for inevitable unknown wear 
and tear and as a just reimbursement for the loss in investment, 
which is the difference between original cost and normal value. 
Or, instead of paying this depreciation item to its stockholders 
in dividends out of surplus, this amount may be held by the 
company in a reserve account, or sometimes, a reserve fund, in 
order to keep the investment always at 100%, i. e., present value 
(or ultimately normal value) plus unconsumed depreciation re- 
serve must always equal original cost. How much this amount 
should be per annum, to be added to the rate, depends on the 
period of time in which the plant deteriorates to normal value. 
The annual amount, therefore is an item that can be fixed only 
arbitrarily, based upon theories as to what the average life of 
the elements of plant is; but this certainty exists, however, that 
the annual payments for depreciation should cease at the time 
the ratepayers have refunded in the rate a sufficient amount to 
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bring the investment from original cost down to normal value. 
After that period the rate payer need not pay anything beyond 
actual repairs and renewals. 

It has been stated that it is difficult to separate repairs, re- 
newals and depreciation. While it is easy to make an arbitrary 
ruling whereby repairs can be separated from renewals it is 
difficult to draw the line between renewals and depreciation. 
This for the reason that renewals occur at different and uncertain 
periods not equal distances of time apart, nor equal in amount. 
For this reason renewals and depreciation can be calculated and 
estimated only as a combined factor. The “cost new” and the 
“present” values can be computed, but to divide the difference 
between these in the following component parts is too difficult 
for practical use. These component parts are: 

(1) The accrued but not experienced renewals ; 

(2) That unknown portion of plant value lying between 
“cost new” and “normal” values. 

The first is called “accrued renewals” because it is known that 
these will come some day, but they have not yet been experienced, 
due to that part of the average life of the plant unit that still 
remains intact and gives satisfactory service. The second is 
called “depreciation,” and is that unknown portion of plant value 
lying between reproduction ard normal values that will never 
be replaced by renewals and which should remain in the reserve 
accounts or funds to be given to the stockholder at the cessa- 
tion of operations in order to return to him the 100% he has 
originally invested. In these calculations, therefore, the two ele- 
ments of plant deterioration just described, (‘depreciation and 
accrued renewals”), together with the “experienced renewals” 
should be combined in the rate for depreciation ascertained by 
actual valuation by an engineer. 

Reserve for renewals is a method of bookkeeping whereby a 
certain amount is set aside at short intervals for the purpose of 
providing for renewals, instead of at irregular intervals and at 
times when these really occur. These renewals are caused by 
past use, and therefore, such an expenditure should not be 
chargeable to the future users of the public utility in question, 
because the cost for such wear and tear has been due to the 
users in the past and should be borne by them. Any addition 
to the present rate to cover renewals caused by use in the past 
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would be exceedingly unfair. In other words, if the present rate 
does not provide for a portion of this renewal some time in the 
future, the then users will have to stand a large and sudden in- 
crease in the rate in order to cover this deterioration of equip- 
ment. This is unjust. If it is then decided that each present 
user of the public utility shall be charged with a portion of these 
renewals by an addition to the annual rate it must be decided how 
much such charge shall be. This can be done only by dividing 
or discriminating between repairs and renewals. If they were 
not divided it would not be possible to decide how much should 
be added each year to the rate in order to provide for this deteri- 
oration, which is bound to occur. The fact that such division can- 
not be made accurately and that it must be done arbitrarily does 
not take away the principle, and under these circumstances a just 
division is the best that can be done. 

The three elements in maintaining the plant of a utility com- 
pany at an efficient standard are repairs and maintenance, ex- 
perienced renewals and depreciation to normal value. These 
three elements of cost of necessity have to be included in a 
rate. Inasmuch as the rate should be as uniform as possible 
without severe fluctuations, renewals should be provided for 
by a level annual return from the rate regardless of whether 
they are made during the year of collection, or not. Deprecia- 
tion should also be provided for by a level annual rate. 

If the exposition of the normal value principle is carried 
to its logical conclusion, it will be seen that the amount needed 
for the annual depreciation will diminish as the amount needed 
for renewals increases. 

The proper reserves created upon the books of the corpora- 
tion for these two factors of plant deterioration and the proper 
charge against the reserves for experiences renewals, will prop- 
erly represent in these reserve accounts or funds the actual 
depreciation experienced. 

The investment of the funds collected from the rate by the 
utility company in its own plant, or the investment in outside 
securities, is a matter of little moment in the consideration, with 
this exception—that the annual charge for reserve for renewals 
and depreciation should not be computed upon the straight line 
principle of depreciation, but upon the annuity plan, thereby 
reducing the annual charge included in the rate to that sum 
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which, accumulated at a fair rate of interest, will provide for 
the renewal; and depreciation requirements of the plant. 


Fair Return on Investment. 

Having decided the subject of depreciation the question of 
fair return on the investment comes up. It seems almost im- 
possible to find any two men who agree on what amount the 
interest—considered to be the fair return—should be changed. 
Especially is there a great difference of opinion as to whether the 
fair return should be calculated on the original cost value or the 
cost to reproduce the property, or whether it shall be the de- 
preciated value, or the present value, which ultimately will be- 
come the normal value. In case the depreciated or present value 
is taken, a difficult element enters—namely, the fact that the 
stock issued and outstanding for the original investment still 
remains intact and that, because the corporation has conducted 
its business well and faithfully and has not looted the profits by 
declaring large dividends, there is a penalty upon the corpora- 
tion and its stockholders when the rate payers commence to pay 
interest only on the reduced value, just because there happens 
to be an argument about the present value and because an in- 
ventory shows that the present value is lower than the original 
cost on the stock outstanding. 

However, if the rate-payers, by a slight addition to the rates 
in the past, have paid an additional profit over and above a fair 
return on the stock outstanding, then the company must have 
accumulated a reserve or a surplus equal to this addition to the 
rate, and if this additional amount in surplus or reserve ac- 
counts—whether in cash or invested in the plant—is on hand 
and available to the stockholders, it may be declared as a stock 
dividend. It must be considered, however, that the reserve or 
surplus spoken of is not that necessary reserve for renewals and 
depreciation, but it is an additional sum over the calculated re- 
quirements for renewals and depreciation. 


It is only necessary, therefore, that the fair return on invest- 
ment be made on the present value of the plant, with an addi- 
tion to the return to include interest on the reserves created 
for renewals and depreciation, if these reserves have been in- 
vested in the plant. This is necessary for the reason that the 
periodical charge for these reserves included in the rate is in 
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a reduced ratio on account of the contemplated compound in- 
terest required in the annuity method, so it follows that the 
present value of the plant is the base upon which a fair return 
should be calculated—but to the present value must be added 
adequate interest upon the reserve for renewals and depreciation 
invested in plant. It follows that the reserve deducted from the 
cost new, or book values of the plant, will <qual the outstanding 
present stock together with the surplus accumulated or the 
present value and ultimately normal value. 
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Governmental Profit and Loss 
Joun B. TANNER 


A statement of governmental revenue and expenditure is not 
a statement of governmental profit and loss. The purpose of 
this article is to direct attention to the interpretation of a govern- 
mental revenue and expenditure statement and to evoke dis- 
cussion of the elements of governmental profit and loss. A 
statement of governmental revenue and expenditure, although 
analogous in form to a like statement for a commercial enter- 
prise, is far from being analogous in its exposition of the re- 
sults of operations. Any attempt to interpret governmental 
revenue and expenditure as being profit and loss would be baffi- 
ing. An interpretation of such nature would be misleading and 
erroneous. It should not be understood that revenue and 
expenditure statements have no place in governmental account- 
ing. Any scheme of governmental accounting must comprehend 
every principle of the balance sheet and of the income account. 
These accounting principles are immutable both in commercial 
and governmental accounting, but governmental accounting 
must comprehend, in addition thereto, a new concept of profit, 
not analogous to principles found in commercial accounting. 

Right thinking on the part of the public is the hope of democ- 
racy. Accountants, economists, statisticians and public officials 
are under responsible obligations to so direct and develop busi- 
ness and accounting methods in affairs of government as to make 
it possible for the public at large to thoroughly understand 
past accomplishments and to wisely determine the policies of 
future undertakings. 

It is generally acceded that our republican form of govern- 
ment is, at least in theory, (and should be in practice), a govern- 
ment of, for, and by the people. Any unit of government, 
whether national, state or local, is a coOperative organization of 
citizens having a proprietary interest therein. In the last 
analysis, government has but one function. No matter how 
numerous the activities of government or in how great detail its 
purposes may be classified, the conclusion must be that all classifi- 
cations are but refinements of the basic function—the advance- 
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ment o! social welfare. Activities which cannot logically be 
placed as refinements of this basic function should not be under- 
taken by the organism of government. It might be wise for the 
national government to take over the telephone, telegraph, and 
transportation facilities of the country, but in so doing it would 
be justified only on the theory that social conditions are made 
evil by bad economic conditions, and conversely, that improve- 
ment of these economic conditions makes for better social condi- 
tions. This theory might justify governmental interference; 
but, eliminate social consideration and the government would 
be interfering for the purpose of taking money from A to dis- 
tribute to B, C, and D, which, per se, is indefensible. 


The revenues of a governmental unit are derived either 
directly or indirectly through its corporate or sovereign power. 
There is usually no discernable relation between the source of 
revenue and the destination of expenditure. The revenues are 
largely a direct proprietary contribution to a communal fund to be 
expended for the benefit of all. To deny the truth of this state- 
ment is to deny the validity of our form of government. Al- 
though the payment of taxes is a voluntary contribution on the 
part of the majority and an involuntary contribution on the part 
of the minority, yet all payments must be considered proprietary 
contributions. These are not profit to the governmental organiza- 
tion any more than the investment of proprietary capital is profit 
to a business corporation. 

Commercial accounting reflects the operations of a commercial 
enterprise in terms of profit and loss. Thus commercial account- 
ing enables the owners of an enterprise to form concrete judg- 
ments as to the efficiency of the personnel, the form of organiza- 
tion and the soundness of business policies. The owners of 
commercial enterprises find in their accounts statements of the 
extent of their ownership as to both the beginning and the 
close of any particular period. They base judgment on the 
simple proposition that efficient personnel, efficient organization, 
and sound business policies result in increase in the extent of 
ownership; while inefficient personnel, inefficient organization, 
and unsound business policies result in a decrease of such pro- 
prietary interest. 

A consideration of the function and activities of government 
makes it apparent that governmental accounting does not dis- 
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. close efficiency or inefficiency in terms of profit or loss. As has 
been stated the revenues are derived through corporate or 
sovereign power, and expenditures are determined by the concep- 
tions entertained by the public as to activities which should be 
carried on. The source of revenue and the purpose of expendi- 
ture cannot be combined in a financial statement so as to repre- 
sent profit and loss. The assets of the government are not 
owned for the purpose of producing financial revenues, neither 
are its operations carried on nor are its losses sustained for the 
purpose of producing financial profit. Governmental organization 
is for profit, but not for commercial profit. In commercial ac- 
counting profit is the accretion to the fiscal condition of the enter- 
prise. In governmental accounting profit is the advancement of 
social welfare. 


It is evident that the results to be obtained from governmental 
accounting are not limited wholely to fiscal affairs. Governmental 
accounting can and should show the activities undertaken and 
the cost of each activity. Such cost is not a loss in the com- 
mercial sense. It is an expenditure of moneys received as pro- 
prietary contributions and it is therefore a direct diminution of 
proprietary interest. It seems evident that the expenditures to 
carry on a governmental activity is cost, cause or measure of 
effort. This being true, it is necessary to determine the effect or 
benefit arising from such expenditure. Since the purpose of the 
expenditure is the advancement of social welfare, and not the 
production of commercial profit, the results or benefits must be 
found in an analysis of the effect of the undertaking upon the 
status of social welfare. | 

It is apparent that the commercial rule for determining and 
interpreting profit and loss cannot be applied to governmental 
undertakings. Now, because the rule for determining commercial 
profit and loss cannot be applied, it does not follow that it is 
impossible to devise an adequate rule to be used by all governing 
bodies in recording and reporting the costs and results of com- 
munal effort. The writer has therefore evolved the following 
rule for the determination of governmental profit and loss: 

The worth of any activity of government must be determined 
by an appraisal of the value of such service to the public good 
compared with the cost of such service. 

This rule means that the value of any activity of government 
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must be determined by an intelligent analysis of¢the results ob- 
tained. An intelligent analysis cannot be made from insufficient 
or misleading data. A statement of revenue and expenditure is 
entirely inadequate for the purpose of appraising the value of 
the benefits obtained. In fact a statement setting forth revenues 
and expenditures, unless specifically described, is misleading. | 
The fact that it is misleading is, without doubt, largely due to the 
usual methods of presenting and interpreting commercial revenue 
and expenditure. Such statements should be avoided in setting 
forth governmental profit and loss. 

Officials responsible for the promulgation of governmental 
reports should assiduously endeavor to make such reports in a 
simple and nontechnical manner so that the ordinary citizen may 
read and comprehend. The publishing of exhaustive financial 
reports and separate volumes of statistics and descriptive data is 
so violent a divorcement of the elements of cause and effect as 
to make it impossible for the public to form any reasonable con- _ 
ception of the success or failure of governmental activity. Fur- 
thermore there is little merit in reporting to citizens only interms ——- | 
of millions of dollars. Few people can comprehend financial © 
figures which transcend their daily experience. Recapitulations 
of revenue and expenditure are of course desirable, but the costs | | 
of government should be classified according to the units of or- 

| 
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ganization and often according to the internal activities of a 
given unit. 
This method of classification may perhaps be aptly illustrated 
by activities of the Industrial Commission of Wisconsin, as fol- 
lows: General administration; safety and sanitation; free em-. 
ployment offices; woman and child labor; workmen’s compensa- 
‘ion ; bakeries and confectionaries ; ar!vitrations ; boiler inspection ; 
building code; old-age pensions ; minimum wage; statistical de- 
partment. The records of cost are so maintained as to show 
separately and in extended detail the actual cost of carrying 
on each activity. It would be manifestly impractical to ask the 
public to pass judgment upon the value of the entire service 
rendered by this commission by giving to it in one volume a 
report of the cost and in a separate volume statistics of results 
and an exhaustive description of the work accomplished. The 
value of the work of this commission can be determined only by 
an appraisal of the worth of each particular activity. The com- 
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mission will in future report to the public not only the detail 
’ cost of each particular activity but in conjunction therewith the 
statistics of results obtained. The cost of administering the 
workmen’s compensation law and the results of such activity 
will under this plan become a report complete in itself. It will 
not be clouded by inclusion of fiscal or other statistical facts 
relative to other activities. The public will be able to compre- 
hend the purpose of this activity, and the ordinary individual 
may arrive at a conclusion as to the value of the result obtained 
and as to whether it is or is not commensurate with the cost. 
Actual knowledge of fact will be the basis for making any change 
in the policy affecting this activity. 

Some readers may believe that the plan proposed here is 
theoretical and abstract; that it is impossible to make an ap- 
praisal of a social service. However, it must be admitted that 
it is no more difficult to appraise social servic ethan it is to ap- 
praise any other service of an intangible nature. 

The business man who spends money for newspaper advertis- 
ing certainly appraises the value of the benefit received there- 
from. It is quite impossible to demonstrate that the value re- 
ceived from newspaper advertising is any more tangible than the 
benefit received through a municipal fire department. In both 
cases the valuation of the results must be made by a comparison 
of conditions as they existed at different dates or of conditions 
in similar enterprises. In the case of advertising it is possible 
to determine the efficiency of policies employed, and in the case 
of the fire department it is possible to determine the efficiency of 
policies, organization and business methods. 

The business men of San Francisco have appraised the value 
of the Panama-Pacific exposition, and on the basis of that ap- 
praisal they as wise and experienced business men are spending 
large sums of money. They are far within the region of the ab- 
stract in valuing the benefit the exposition will be to that city 
and also to themselves as individual merchants. Every person 
who reads this article may have spent money for intangible 
things which could not be inventoried after the expenditure had 
been made. Such simple transactions as money spent for theatre 
tickets or tuition paid for schooling are expenditures for service, 
and the payment of money is proof of an appraisal on the part of 
the payor. In order that the plan herein suggested for determin- 
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ing governmental profit and loss may not be misunderstood, it 
should be noted that the recommendation is for an appraisal of 
service, not for an appraisal of personal services. The appraisal 
of personal service is a matter of internal administrative eff- 
ciency and is not under discussion at this time. 

The accountant and statistician will be quick to see that this 
plan of presenting information for public consumption is pre- 
dicated upon the correlation of the work of the accountant and 
the statistician. The classification used by the statistician in 
compiling statistics must be exactly the same as the classification 
used by the accountant in grouping costs. The accountant is 
dealing with figures measuring effort. The statistician is dealing 
with figures measuring results. The accountant records values 
released, and the statistician records values received. It is these 
two elements that the candidate for office invariably uses in mak- 
ing a political campaign. Often it is the problem of the 
justification of expenditure, and the natural and logical method 
is to array facts regarding costs over against results attained. 


It is believed that all government accountants must recognize 
this theory of governmental profit and loss and must include in 
the accounting machinery an automatic plan of procedure for the 
accumulation of statistics of result. The writer has advanced the 
belief that right thinking on the part of the public is the hope of 
democracy. Indeed it seems evident that right thinking cannot 
prevail until the people receive in proper form true reports of 
costs and results. Such reports should be made contempor- 
aneously and as far as possible in juxtaposition. When such 
profit and loss reports are in general use no longer will ignorance 
exist through lack of proper information, and no longer will 
erroneous conclusions prevail. There is every reason to believe 
that such reports, making it easy to compare cost and results and 
making it possible to compare the efficiency of one unit of gov- 
ernment with a similar unit, will have a far-reaching effect upon 
the administration of governmental affairs. Extravagance, in- 
efficiency and unscientific organization will be brought to light. 

The reader will comprehend that the plan here proposed is 
entirely in harmony with the mental process of the ordinary 
citizen. The use of this plan will not require any change in 
the mental attitude towards affairs of government. It will, how- 
ever, be far reaching in its effect upon the present crude and 


269 


| 
} 
| 
| 
| 
| 
| 
| 
| 
| 


The Journal of Accountancy 


unsuccessful methods of valuing the benefits of government. I: 
is believed that it will bring about an enlarged conception of the 
function of government, the problem of social welfare and the 
principles which must be followed in the administration of com- 
munal undertakings. The reader is urged to consider the pre- 
vailing methods used by fiscal officers in reporting affairs of 
government and to note the prevailing failure of such reports 
to set forth in understandable form governmental profit and 
loss. 
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Problems in Municipal Indebtedness 
By Horace Secrist, Pa.D. 


Many of the peoblems i in municipal debt relate to these facts 
and conditions : 

(1) Borrowing for most cities and for other municipal cor- 
porations is a necessity resulting from the functions which they 
perform. 

(2) Public credit is often employed when taxation would be 
more legitimate. 

(3) Borrowing, although usually indulged in too extensively 
when not carefully regulated, when used with discretion becomes 
a ready and legitimate means of securing immediate use of 
funds. 

(4) To borrow successfully implies constant recourse to 
money markets, and familiarity with the market conditions as 
well as a keen sense of the rights and interests of the borrowing 
public. Connected with these general considerations are most of 
the problems with which we have occasion to deal here. 

Many minor political units and practically all cities have im- 
portant functions of an administrative character as well as of a 
business nature which include receipt and expenditure of large 
amounts of public money. An adequate performance of these 
functions involves in most cases the use of borrowed funds. 
These are, ordinarily, supplied by the investing public acting 
through the medium of banks and trust companies. Local units, 
therefore, through their elected officers, bid with private firms 
and corporations for the command oi available capital. One 
problem in public debt, therefore, is the equalization of the bar- 
gaining power between local officials, representing taxpayers, and 
financial interests; and also of guarding against any betrayal 
of the public and still protecting the interests of the creditor. 

The methods of protecting these interests are dissimilar. 
Municipalities are interested in selling bonds or other evidences 
of indebtedness at the lowest possible interest rates, in making 
terms of the longest duration allowable in order to defer taxation, 
and in borrowing as much as possible to keep down the tax rate. 
Creditors are interested in paying the lowest possible price for 
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bonds, in securing high interest rates, in the legality of the is- 
sues, in the forms which the instruments take, in the time they 
are to run, in the security offered, and in their general nego- 
tiability, etc. The safeguarding of interests of both parties to 
these financial transactions involves both political and economic 
considerations. The political side is concerned in that the public 
is acting through elected officials, who, in most instances, hold 
office for limited tenure only and on condition that they act in 
sympathy with the demands of a political constituency. The 
rights of the public must be in a measure guaranteed through such 
officials. On the other hand the problems of debt contraction, 
debt manipulation and debt payment involve not only political 
but also important economic considerations. Both sides of these 
questions require attention. 


It is often impossible for local officials to be efficient and at 
the same time to retain their offices. Unfortunately efficiency is 
too frequently sacrificed. We must recognize that incompetency 
at least is too often the rule among public officials, and particu- 
larly so among those whose duties are of a really constructive and 
sometimes of a technical nature. The every day routine, for in- 
stance, of tax matters, may be mastered in every detail, and yet 
the ability and the desire to successfully and economically float a 
series of bonds and to make proper provision for paying the same 
may be wholly lacking on the part of the official. iThe use of a 
sinking fund to pay current expenses sometimes proves too great 
a temptation to be withstood. An official, or an administration 
which has squandered public money and raised a tax rate inor- 
dinately, may often be displaced, but cases are almost unknown 
where officials have lost public confidence, or administrations 
have been changed because of excessive borrowing. Opposition 
is contrary to the interests of the taxpayer because the day of 
payment is generally so far in future that chances remain of his 
not having to pay, or at least of his being better able to pay. 
Spasmodic objection to borrowing may make itself felt here and 
there, but the majority of taxpayers are usually willing to allow 
borrowing to continue. Small popular votes on questions of debt 
approval or rejection are the rule. The discount of the future 
acts as a potent force in determining action. Human nature and 
the political control of municipalities seem to be in league with 
the abuse of credit—the former because of discount of the 
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future, the latter because of necessity to please a constituency. 
Some regulation of the power to borrow money and to dispose of \ 
the same is absolutely necessary, and the question turns upon 
the nature of proper control. 

Constitutional debt control amounts, on the one hand, to a 
prohibition against subsidizing private capital, and on the other 
hand to a limitation of debt to a certain percentage of the as- 
sessed value of property. There can be no percentage of debt to | 
the assessed value of property, which is a priori correct. In | 
some political jurisdictions a 5% limit operates as no restriction,* 
and yet the abuse of public credit is proportionately as great as 
for the units borrowing much more. In other cases a 5% limit 
operates as an obstacle to legitimate enterprise. + There can be 
no single percentage limit that applies with equal legitimacy to 
all political units or even to those similarly situated. The varia- 
tions in the limits in the United States, which range from 2% to 
18 and in Canada t approach 20%, are conclusive evidence of 
this truth. Besides, to merely indicate a maximum to which all 
units may borrow is not to regulate the use of public credit. 

It may be that there is a percentage of debt to assessed value 
of property which for cities and towns of a specified district 
tends to assume a certain level, but that this percentage should 
apply to all units alike is indefensible. The average ratio of debt 
to assessed value of property for the cities and town of Rhode 
Island, in 1907, was 5.16%, and for 1908, 5.38%. But the maxi- 
mum percentage for 38 civil divisions in 1907 was 23.26%, for 
a city with a population of 1,274; while the minimum percentage 
for the same divisions in the same year was 0.12% for a city of 
approximately the same size. Like variations are found as to 
1908. A comparison of the same nature for Massachusetts 
shows a maximum percentage ratio of 7:45% for a city with 
a population of 97,434; and a minimum percentage ratio of 
2.47% for a city with a population of 69,272. Eighteen cities, 

* For the period 1903-1909 inclusive there was no county in Wisconsin which 
had an outstanding debt equal to 50% of the legal limit—5%—for counties. 
More than 71% of the average indebtedness of the 61 indebted counties of the 
state for this period was less than 15% of the legal limit, i. e. less than 15% of 
the 5% of the assessed value. These facts are taken from study of county 
indebtedness in Wisconsin which the author made for the Wisconsin Tax com- 
mictiThe experience of Chicago is a case in point. the interpretation of 
the Mueller Law (Chap. xxiv, er Revised Statutes, , 1908), May 18, 1903, in 
“Lobdell v. City of Chicago,”’81 N. B., 354, 227 218 
J. a “Public Debts in’ Canada,” University of Toronto Studies, 


t Perry, 
Vol. I, pp. 79-8 
§ “Report of , en Laws,"’ Providence, R. I., 1910, pp. 149, 155. 
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or 55% of all in the state, showed a percentage of net debt to as- 
sessed value under 5% ; while 15 cities, or 45% of all, showed a 
percentage of net debt to assessed value of over 5%. Even a 
larger variation exists for the towns—11.04% to 0.00%.* 

Both as a measure of the amount of debt which a city is 
financially able to bear, as well as a barometer of the needs for 
borrowed funds constitutional, limitations are objectionable. As 
a code of regulations in which the interests of both creditor and 
debtor are guaranteed they amount to nothing. The amount of 
funds which a city should borrow is a portion of the total con- 
tribution which the taxpayers are willing to make governed in 
each case by the uses to which such funds are applied. If a com- 
munity is new large expenditures are necessary to effect im- 
provements indispensable to city development. If the city in 
question is large, and growing rapidly, the tax rate cannot be 
adjusted so as to provide for large capital expenditure and resort 
must be had to borrowing. On the other hand, in older com- 
munities, and often in school districts, normal expenditures can 
and should be adjusted to the machinery of taxation. The neces- 
sity of borrowing depends in each case upon the activity of the 
community together with the position to which it has arrived 
in satisfying cardinal needs and the policy of extension which 
it has adopted. How much a municipality borrows is largely in- 
consequential provided there is need for borrowed funds, and in 
case the payment of debt within a reasonable time is assured. 


Borrowing is a financial device, useful when employed with 
discretion, and it is seldom liable to great abuse when a rigid 
policy of liquidation is followed. It is not borrowing that is bad 
in itself; it is the disposition to escape tax burden by borrowing 
which is objectionable. The chief difficulty, and the one to be 
corrected, is the weakness in the system of local government 
whereby officials are permitted and encouraged to borrow for 
purposes which should be supported by taxation, to borrow too 
much for legitimate purposes and to defer debt payment too far 
into the future. Rigid constitutional restrictions on the amount 
of debt will not correct these abuses. The only certain guaran- 
tee against their continuance is the adoption of a system of 
administrative control in which a competent state board or com- 
mission, whose sanction must be had for the use of borrowing, 


* “Statistics of Municipal Finances,’ Boston, 1907, pp. 66, 192. 
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for the duration and amount of money to be borrowed, plays the 
controlling part. Control of municipal debt is a necessary part 
of the control of local finance, and in many respects the most 
urgent part. The problems associated with it call for further 
consideration. 

The chief problem in debt payment so far as the debtors are 
concerned is the equalization of tax burdens between the present 
and the future. Most commonly provision is made for debt 
payment by the accumulation of a sinking fund, i. ¢., “a fund to 
which a fixed proportion of the loan can be carried * * * and 
either applied at once in the reduction of the debt or invested 
at interest until it can be so applied.” * Many state constitutions 
provide for the accumulation of such funds + by requiring that 
there be levied direct annual taxes at the times the loans are 
made and periodically thereafter. The sinking fund per se in 
public finance and public conscience so little developed that bond- 
was so low and public conscience so little developed, that bond- 
holders had to be given some assurance that the principal of 
their loans would be paid when due, but as a method of debt 
payment and as a temptation to unprincipled and ignorant city 
officials, not only does a sinking fund clog and complicate the 
finances of a municipality but it has absolutely no redeeming 
features. Originally required as a guarantee to the creditor, 
and later as complete protection to the debtor, it has now in far 
too many instances neither one of these functions because the 
“fund” degenerates into an “account.” Taxes may be levied in 
good faith, but that the proceeds are kept intact and invested 
properly, that they are not used to pay current expenses, for 
instance, is never certain so long as accounts are inaccurately 
and unintelligently kept and no public reports are made of them. 
The inviolability of this fund is the taxpayers’ only protection 
against double taxation. 

The taxpaying personnel may not be the same at the time 
the fund is misspent as it is when resort to further taxation is 
1910 Naas. Alexander. ‘‘Municipal Finance,” etc., The Accountant, March 26, 

+ Payment of debt by the sinking fund method is being replaced to some degree 
by the serial method. This movement is praiseworthy for it takes out of the 
hands of local officials the control of large sums of money with which com- 
for illegitimate usage. Of the 188 cities of the United States with population 
of over 30,000 in 1907, 135 reported some serial loans, “Statistics of Cities 
with Populations over 30,000” 1907, Washington, p. 73. 

f the growing use of the serial method of debt ment in Massachusetts, 


see “Third Annual Report of the Statistics of Municipal Finances,” 1908-9, p. 
xxvi. Boston, 1911. 
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made necessary, but this does not change the effect of the mis- 
appropriation. The moneys have been set aside for a particular 
purpose, and their use for purposes not intended cannot fail 
to cloud not only the perspective of the public relative to the 
total tax levy also to open the way for an illegitimate use 
of public funds. Occasions may arise when certain savings 
would result from the application of sinking funds to new bor- 
rowing powers, especially when desirable investments are not 
at hand, when bonds outstanding are not due and cannot be 
readily purchased, etc. Most of these difficulties, however, may 
be avoided by the adoption of serial payment. At best such a 
procedure is questionable and is possessed of many of the ob- 
jections as in the prevalent practice of some American cities 
that invest their bond issues in their own sinking funds, thereby 
creating a forced market for their securities.* “For a munici- 
pality to sell its bonds to the sinking fund is the same as borrow- 
ing from the sinking fund.” + The local government board in 
England, in its “Provisional Orders,” specifically inserts the 
following clause when dealing with securities in which public 
sinking funds may be invested: “But exclusive in every case of 
the securities of the corporation.” { The conservation of these 
funds and their use for the purposes intended require honesty 
among city officials, scientific and accurate accounts, and a certain 
amount of publicity or outside contro! of a disinterested and 
adequate sort. Absolute honesty in every official is not to be 
expected, and accounts are far from being satisfactorily kept. 
To provide for these deficiencies, Ontario, Canada, for instance, 
has enacted that persons who are responsible for diverting 
money from sinking funds are not only liable for the amounts 
diverted but are disqualified from holding municipal office for 
two years. § Moreover, failure to levy the amount required to be 
raised for sinking fund purposes in any one year brings dis- 
qualifreation for office for two years upon the members of the 


* “Sixty-five cities reported city securities alone as constituting the assets, 
other than cash balances, in their sinking fund; eight cities reported other 
inevestments, but no city securities; 38 reported both city securities and other 
investments; and 43 cities reported cash as the only asset.’’ “Financial Statistics 
of Cities having a Population of over 30,000,” 1910. Bureau of the Census, 
Washington, 1913. 

Chamberlain, Lawrence. “Principles of Bond Investment,’ 1911, p. 214. 
Vide, also Chandler, Alfred D. “The Metropolitan Debts of Boston and Vicinity, 
Brookline, Mass.,”’ 1905. 

t Quoted in Biddell, Geo. ‘Local Loans in England,” p. 334. Biddell in 
commenting upon this and other clauses —- that they “are the best 
extant with regard to sinking funds.” Ibid 

§ “Consolidated Municipal Act,’’ 1903, ae as. 3 Ed. VII, Ch. 193. 
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council so neglecting it.* The same province has adopted a 
further provision in order to guarantee the continued existence. 
of such a fund after it has been raised. Section 8 of The Ontario 
Municipal Securities act ¢ allows the deposit of such funds with 
the treasurer of the province, while section 11 { requires that a 
return shal! be made to the treasurer of Ontario showing whether 
the sinking fund for the year was raised, how it was applied or 
dealt with, and the conditions of the investments in which the 
funds were made. The present movement in the United States 
looking toward uniform accounts for municipalities and syste- 
matic reporting to a central administrative body is also a distinct 
step in the direction of guarding adequately the interests of the. 
taxpayers. 

The creditor, on the other hand, has little more than pass- 
ing interest in the strict maintenance of these funds. The tax- 
ing power is most generally adequate security for the liquidation 
of his claim. Government solvency “depends wholly upon the 
efficiency of the taxing power of the government and the wealth 
of the private citizens.” § Generally speaking municipalities have 
but one way of meeting their debts. Creditors rely almost wholly 
upon the power of taxation and upon the probable continued ex- 
istence of taxable values. 

Another difficult problem in connection with public debt 
is the determination of the proper time in which debt payments 
should be made. Theoretically there is no relation between a 
sinking fund and the life of an asset. The purpose of a sinking 
fund is the payment of debt; the purpose of a depreciation fund 
is to secure the maintenance of the efficiency of property. The 
latter is calculated almost wholly according to its “use” or “life.” 
But a public debt must be paid, and the chief consideration in de- 
termining the proper time for payment in respect to depreciating 
property is its life. Not all properties, however, depreciate with 
the same rapidity; indeed, some do not depreciate at all, but 
on the other hand constantly appreciate in value. There can be 
no one period, therefore, for debt redemption that will suit 
all municipal properties. Twenty years duration for bonds is- 
sued to macadamize a street is too long, because on two or three 


*Ibid. Sec. 418 (5). 

+8 Ed. VII, Chap. 51 (1908). 

+t 8 Ed. VII, Chap. 51, as amended by 9 Ed. VII, Chap. 76, pre 
$ “Statistics of Cities with Population over 30,000," 1907, p. 18. 
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occasions during this period the necessity will arise for repeat- 
ing the improvement. On the contrary, twenty years is too short 
a time for bonds issued to purchase land for a city wharf or 
park, because these properties will almost surely appreciate in 
value. And yet in Wisconsin, for example, cities are borrowing 
for all city purposes on twenty-year bonds. This is wasteful, 
because of the enormous loss through interest payments, and 
unscientific because of the violation of the canon of taxation— 
realizable equality. 

Today the redemption periods concentrate on twenty and 
thirty-year periods. This would not be true if there existed for 
each state a competent authority, disinterested in unduly ex- 
tending the period, whose duty it was to make the duration of 
loans roughly equal to the lie of the property acquired by bor- 
rowed money. Questions of depreciation, involving as they do 
wear and tear, obsolescence, the effect of invention, changing 
methods in the solution of problems, etc., are so complicated that 
a close approximation to the life or the utility of properties can 
be made only by experts. To leave this problem for local offi- 
cials to solve is equivalent to leaving it unsolved and to furnish- 
ing the opportunity for the abuse of credit and waste of public 
money. 

England has set an example in this respect after which it 
would be well to pattern. Each general statute which confers 
borrowing power upon local authorities, specifies a maximum 
number of years for the repayment of local loans made under 
it. These periods vary from 10 to 60 years, and each act covers 
a number of purposes.* The determination for the actual period 
of each loan is left to the government departments—most gen- 
erally to the local government board. This board is equipped 
with a “staff of engineers * * * amongst whose duties is 
that of holding local inquiries * * * into the circumstances 
under which it is sought to spread the expense of any work over 
a number of years by raising a loan for such work. Such an in- 
quiry is in most cases obligatory under statute, if the new loan 

* Borrowing is made to some extent under local acts, but the 60-year maximum 
is closely adhered to. It has been exceeded but four times. By standing Orders 
173-A (1882), the rule was laid down that no committee should in any case 
allow 60 years to be exceeded or grant any period “disproportionate to the dura- 
Select Committee on Repayment of Loans by Local Authorities, 1902," pp, ivev. 

The Public Works Loan Commissioners by section ii of the Public Works 
Loan Act of 1875 are directed to have regard to the durability of the work 
when fixing the periods for which loans may run. 
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will cause the indebtedness of the district to exceed one year’s 
assessed value. At these inquiries the question of the probable 
durability and continuing utility of the work is gone into by the 
inspector, and it is his duty and that of the chief engineering in- 
spector to advise the board as to the period for which the loans 
should be sanctioned.” * Estimates of the utility, etc., of works 
are made item by item, or by groups of items, and an appropriate © 
term for the repayment of the loan fixed. In order to avoid the 
multiplication of separate loans for items of different duration, 
the custom is to “grant an equated period for the whole loan 
which is arrived at by considering the sums required for each 
group of items and the term assigned to that group; but equa- 
tion is not practised when the sums included in each group are 
large, and the local authorities express a preference for separate 
loans.” + The following are a few of the purposes for which 
the Local Government board sanctions loans and the periods 
usually allowed for repayments: Baths, 20 to 30 years; boats, 
10 to 15 years; buildings, 5 to 40 years; carts and vans, 10 years; 
clocks, 10 years; culverting watercourses, 30 years; electric 
lighting, first instalment, 25 years; gas fixtures, 2 to 30 years; 
markets, 20 to 60 years; land, 60 years; library books, 5 years; 
machinery, 10 to 20 years; street improvements, 10 to 30 years; 
water supply, 5 to 30 years, etc. t 

* “Report of the Select Committee on Repayment of Local Loans by Local 
Authorities,” 1902, p. iv. The committee thinks it “impossible to suggest any 


more thorough method of arriving at the necessary calculations in the first 
owen than the local inspections and inquiries now held by the local government 


Ibid, p. xii. 

+ Ry cit. iv. The following is an example of an equated penne’ for a 
loan for gas works purposes “Ts oe to the method followed by the local gov- 
ernment board, ibid. Append., I, 

Description of work Estimated cost Usual t 

Notge—217,750 divided by £9,105 equals 23.9. The period accordingly allowed 

is 24 years. 


t Op. cit. Appendix I, pp. 259-61. The following is a rough estimate of the 
Proportion which various periods hold in the loans of the leading Bnglish local 


authorities : 

Duration Proportion Duration Proportion 
5 years 0.1 per cent 30 years 12.0 per cent 

= 0.2 35 2 1.0 

15 0.6 40 22. 

20 2.1 4.1 

25 = 9.0 44.0 

4.9 


The Accountant, London, Vol. 37, p. 162. 
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Thus in England a conscious attempt is made to adjust the 
period to the life and the utility of properties acquired thus to 
equalize tax burdens between the present and the future tax- 
payer. There are no valid reasons why the same could not be 
done with us, and there is every reason why it should be done. 
Borrowing then becomes an alternative to taxation and not a de- 
vice to escape taxing. 

Our general conclusions respecting the time of debt payment 
may be summarized as follows: 

(1) Debts should be paid within such periods as experience 
and prudence dictate, with the aim in view to deal fairly with 
the present and the future. 

(2) When properties acquired are of a kind which depreciate 
and will need to be renewed at frequent intervals the loans 
should be paid within their life or utility. 

(3) Where properties are of a more permanent character the 
periods which they are allowed to run should be proportionately 
longer, approaching a pereptual debt for such things as land 
for parks, etc. 

(4) A reasonable scale could with little difficulty be decided 
upon by an expert board, and if enforced would go far toward 
putting municipal debt payment on a scientific basis. 

(5) All things considered, serial payment is preferable to 
sinking fund payment for public debt. 

Another question arises in connection with the payment of 
public debt which is not covered by constitutional provision, and 
one that most individual localities do not solve. It is the de- 
termination of the relation of sinking funds for productive and 
for unproductive properties, and of sinking funds to deprecia- 
tion funds. Sinking funds are to pay off debt, but debt for 
unproductive and for productive property raises different ques- 
tions and calls for different treatment. Sinking funds, to be 
built up from the general tax levy, are required for most loans 
irrespective of the uses to which the proceeds are put. There 
is nothing in our state constitutions or our laws generally which 
provides for separate treatment of productive or unproductive 
loans in this regard. Should sinking funds for productive prop- 
erties be collected from the taxpayers per se? Such procedure 
is manifestly unjust unless they and consumers are identical in 
personnel. This is seldom the case. If debt for certain prop- 
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erties is not to be counted as debt, in the constitutional sense, 
because the properties are revenue bearing, not only should the 
bonds sold to procure such properties be secured by their earn- 
ing power or the properties themselves, and not by the tax rate, 
but the prices of the commidities or services furnished to the 
consumer should not only cover the cost of maintenance but 
sinking fund charges as well. This fund, although built up for 
the most part from the earnings of the properties, might be 
supplemented by the difference between the rate of interest at 
which the city is able to borrow for this purpose and the rate 
of interest that would have to he allowed on the bonded debt of 
a private company. 

Ordinarily the accumulation of sinking funds begins at the 
time moneys are borrowed, but in the case of productive proper- 
ties it could be well deferred until these become producing 
agents. This would be true, however, only on the supposition 
that the fund comes out of the revenues of the properties. 
Moreover, the complicated questions of depreciation funds and 
their relations to sinking funds in the cases of productive prop- 
erties call for some attention. Should both charges be required? 
Private corporations, with which publicly-owned utilities have 
to compete, do not ordinarily carry sinking funds as such for the 
retirement of their bonds, but at their maturity they either fund 
them, or pay them with the proceeds of new issues. But this 
practice is not allowable as respects public debts, and justly so. 
Is it just to the present generation to hand over to the future 
fully-equipped operating utilities absolutely free from debt? 
These problems, important to the taxpayer, and involved in the 
subject of payment of public debt, are not solved by the present 
constitutional provisions nor are they being solved by the bulk 
of municipalities undertaking productive enterprises. No solu- 
tion. can be found for them, it is maintained, outside of an es- 
pecially drawn statute administered by a board or boards with 
powers sufficiently broad to cover not only the authorization of 
borrowing, the determination of the kind of credit instruments 
used, and the periods which they are to run, but also the power 
to evaluate public properties, to accept or reject the plans of 
proposed undertakings, and to guarantee the legality of bonds 
or other instruments issued. 


Powers similar to these conferred upon administrative bodies 
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are not uncommon. Outside of the United States regulations 
similar to these are the rule. In England the local govern- 
ment board not only authorizes municipalities to borrow under 
general statutes but in a general way works out the details of 
proposed undertakings by a competent corps of engineers and 
fixes the periods which the bonds sold to procure the funds are 
to run. In much the same way these functions are performed 
by administrative authorities in France. In Ontario, Canada, 
the Ontario Railway and Municipal Board * is authorized to 
supervise local municipal accounts and to study the rates charged 
for municipal services in order to determine whether the utilities 
are operated in such a way as to pay the debt, together with 
the cost of maintenance and operation, or whether the rates are 
too high or too low.+ The board is also empowered to guaran- 
tee the bonds issued by municipalities, so that their validity 
is not open to question in any court on any grounds whatsoever. f{ 

To confer similar powers upon administrative boards in the 
United States would be a distinct step in the right direction. In 
some of the states the nucleus for such control exists. In other 
states the machinery exists in all but perfected form. In Wis- 
cousin, for instance, the tax commission and the railroad com- 
mission act in coOperation in evaluating public utilities. The 
tax commission uses the value for tax purposes while the rail- 
road commission considers the value in fixing reasonable rates. 
The tax commission supervises municipal accounts and has the 
power to install accounts, while the railroad commission 
requires public utility corporations, both municipal and 
private, to keep their accounts on forms provided by it and to 
report regularly to that body. In that state, therefore, the 
foundation for an almost perfect control and direction of muni- 
cipal finance has been laid. What is necessary further is 
the removal of the constitutional limitations on municipal debt, 
the passage of a general statute covering cities when fully classi- 
fied, and the conferring on the tax commission and the railroad 
commission, acting together, such other powers added to those 
which they now have, acting separately, essential to a complete 
regulation of municipal debt. Such control should cover the total 
amount of debt obligations allowed, both temporary and funded, 


* Organized in 1906, 6 Ed. VII, Gee. 31. 
+! 4 VII, Chap. 38, amending 6 . VII, Chap. 31, sec. 57. 
+8 Ed. Chap. 
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the amount for each property or use, control of accounts both 
as to form and publication, marketing securities, and their certifi- 
cation as to legality, etc. 

With the establishment of a system of control such as is here 
referred to for one state, and the inauguration of a scientific 
and economic use of public money, many of the problems of 
municipal dishonesty, with their source in incompetency and 
graft, as well as those other problems associated with the preva- 
lent tendency to borrow too much and to postpone payment too 
long, would gradually be solved. Cities will continue to grow, 
and the demands upon the public treasury will increase. If 
these are to become business units then business principles 
must be adopted and administrative devices multiplied and per- 
fected. Until these problems are solved public moneys will be 
wasted through debt contracted and unscientifically handled, and 
borrowing power will be abused and the taxpayers pay the cost. 
Until some such change is made the fixed percentage of debt to 
assessed value will serve to handicap some municipalities, while 
leaving to others too extended borrowing powers, debt will be 
used where taxation alone is legitimate, sinking funds if provided 
will be used to pay current expenses, money will be wasted by 
borrowing when market conditions do not justify loans being 
made and by undertaking enterprises which are uneconomic 
both as to the types undertaken and the services rendered. 
The data and experience which a board or commission of the 
type indicated would accumulate would in a short time be of in- | 
estimable value, not only in directing municipalities as between 
private and public ownership and operation, but it would also 
serve as scientific information upon which to build standards of 
efficiency in public endeavor. 


In marketing municipal bonds local authorities, through their 
representatives, enter the money market and bid with private 
corporations and others for command of the available capital. * 
Practically no municipal bonds find their way to the stock ex- 


* The Commercial and Financial Chronicle, Vols. 88, 90, pp. 113, 121 respec- 
tively reports the following municipal bonds sold from 1892-1909 inclusive ; 
thousands omitted: 


$ 83,823 $103,084 1904......... $250,754 
77,421 118,113 1905......... 183,080 
117,176 1900......... 145,733 1906......... 201,743 
1806... 1902........- 152,846 1908......... 313,797 
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changes, * but are sold direct to banks, trust companies and 
saving institutions only to be resold to the public to serve as in- 
vestments for their savings, or to be used in National banks as 
security against government deposits. No difficulties are ex- 
perienced in selling municipal bonds providing there is a market 
for securities at all, because the form of the bond is desirable 
and the security is almost perfect. William A. Prendergast ,when 
comptroller of the city of New York, speaking of the bonds 
of that city said, “There is no better security in the world. Noth- 
ing less than a cataclysm so general in its effect as to be nation- 
wide can seriously affect it.” { What is true of New York city 
is in large measure true of the great bulk of growing cities in the 
United States. It is especially true of the large cities whose bonds 
are constantly before the people and whose continued growth is 
assured, whose properties are valuable, and whose machinery of 
taxation is well developed. 

If bonds are issued according to law, if they are within the 
debt limit, and all legal requirements have been properly com- 
plied with, the security is nearly perfect, for the holder can 
compel payment by resort to the courts. Taxes are a lien prior 
to all other claims and their levy is mandatory. But the fact 
that bonds are within the legal limit of debt, and issued ac- 
cording to law, although certified to by appropriate officials at 
the time bids are made, must be verified by the buyer, and their 
validity is often not easy of proof. “Municipalities are not held 
to a strict accounting of debts and obligations incurred, unless 
the same are legally incurred, and it has too frequently happened 
that municipalities have sought (and in cases succeeded) to 
avoid their just obligations upon purely technical grounds.” § 
_“Opinions on the subject vary, but anywhere from 20 to 50 per 
cent. of the aggregate municipal bonds are defective in the pro- 
cedure of their issue. That is to say, flaws are detected by 


* Of the gross amount of negotiable securities of $25,314,429,058 admitted 
to the New York Stock exchange as of June 6, 1910, state bonds constituted but 
S55-008.968 ; New York City bonds $422,614,600, and other city securities $19,- 


+ Of the $60,000,000 of 4%% bonds sold at 100.94 by New York city in the 
spring of 1911, and which were oversubscribed five times, $48,000,000, or 80% 
went to investment banking houses; $11,500,000 or 19.25% to insurance companies, 
and only $500,000, or 0.75% went to private investors. ‘“‘The Recent New York 
City Bond Sale”; Escher, Franklin, in Harper’s Weekly, Feb. 11, 1911, p. 22. 

} Collier’s Weekly, May 6, 1911, p. 34. 

§ Squire, A. “Essential Recitals in Various Kinds of Bonds,” Annals of the 
American Academy, etc., Vol. 30, p. 254. 
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attorneys in their examination.” * Of course municipalities may 
be made the basis of civil procedure in the case of bad faith, 
and this helps to compensate for the disadvantages which 
creditors experience through changing administrations, new 
policies, etc., and the fact that they must scrutinize the legality 
of the issues. The present debt limits, which at best provide 
against bankruptcy, and the presence of the taxing power make 
an investment in municipal securities almost second to none. 
Yet they are not what they might be to the creditor and far 
from equally advantageous to the debtor. 


The one supreme fact in which the creditor is interested is 
the right to enforce the use of the taxing power. Indeed, it 
may be said, one of the main purposes of the debt limit is to 
insure the existence of such a proportion between the amount 
of indebtedness and taxable wealth, that the debts con- 
tracted will in all cases be paid. This is another safeguard ex- 
tended to the bondholder. True it prohibits in most instances 


a too flagrant use of the borrowing power, but at the same 


time it woefully lacks all marks of an intelligent administrative 
policy. Not content with making the bonds in all cases a lien 
on taxable property an added precaution is taken to prohibit this 


mortgage from tempting the taxpayers to repudiation. But 


what of the protection to the taxpayers? Whether the asset 
acquired from the use of borrowed funds is properly used, 
whether it is wasted or ruthlessly destroyed, the creditor cares 
little. His security is certain so long as taxable private wealth 
endures. Even in these comparatively few cases where bonds 
are seemingly based upon the earning power of municipal 
utilities—since they are counted outside the constitutional debt 
limit, if they pay the interest on the bonded debt, and contribute 
to the sinking fund a sufficient amount to pay the bonds at ma- 
turity—the creditor is safeguarded by the pledge of the faith 
of the issuing corporation in case the properties do not make 
such contributions. In any case, the existence of taxable value 
upon which the city may be legally compelled to levy taxes is the 
source of the security and not the fund accumulated for its 
payment. 


Negotiability is always an important factor in the value of 


*Lownhaupt, Frederick, “Municipal Bonds; Facts Regarding their Issue 
and their Security,” Booklet No. 4, Moody’s Mag., 1911. 
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any credit instrument.* The security of two issues may be 
identical, and yet the bonds of well-known places or places near 
financial markets have a greater negotiability and hence greater 
value than those from places not so well known or so advantag- 
eously located. The market for municipals is narrow, and the 
adoption of any measure which will widen it cannot but react 
upon the demand and through it upon their value. There is 
mo necessary reason why the bonds of a small village whose 
population is enterprising, whose affairs are well managed and 
whose growth is certain, ought not to command as low an in- 
terest rate as those of large cities, providing they are issued with 
as great a discrimination as respects purpose, form and amount 
and possess equal negotiability. Yet such is strikingly not the 
case. A distinct step toward giving municipals these characteris- 
tics would follow the certification of their necessity and their 
legal validity by some recognized competent centralized authority. 
The fact that such securities existed would be advertised broad- 
cast by financial houses and would react both to the advantage 
of the creditor in a wider market and to the debtor in a reduced 
interest rate. 

Such has been the experience in those countries where cer- 
tification has been put on an efficient basis. The Ontario Rail- 
way and Municipal board say of their experience in this matter: 
“A great many applications were made to the board, although 
there were no irregularities in by-laws or the debentures, in 
order to secure the certificate of the board, and thus enable 
the municipalities to obtain the highest market price for their 
securities, and to facilitate their sale, and make their transfer 
more convenient and inexpensive. Not only have the munici- 
palities received a better price for their securities, but a great 
saving of expense has been effected by the act. It is estimated 
that the enhanced price and the saving of expense to the muni- 
cipalities will amount to thousands of dollars each year.” * 
But the power to certify the legality alone is not sufficient. Its 
necessary complement is the power to certify the economic neces- 
sity of debt contraction, as well as to prescribe the amount and 
form of debt which is allowed. In these respects the judicial 
review provided for and the powers given to the supreme court 


* Vide, ‘“‘The Better Protection of Municipal Securities,’ Bankers Law Journal, 
1907, Vol. 24, p. 785. This is the report of the Committee on Municipal Securities 
to the executive council of the American Bankers association. 

“Ontario Railway and Municipal Board, Third Annual Report,’’ 1908, p. 12. 
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in the state of Georgia to validate municipal bonds, as well as. 


the law of Colorado which requires that refunding bonds be 
registered by the state auditor, are defective.* The same may 
be said of the Texas law, which gives to the attorney general 
the power to validate municipal bonds, as well as of those parts 
of the constitutions of North Dakota} and Oklahoma,t which 
provide for bond validation. 


What is to be counted as debt within the constitutional limit 
should not be a subject upon which the court’s judgment must 
constantly be sought. The issues at base are economic and not 
legal, and while it might be possible for courts to formulate defi- 
nite legal principles which would settle most of the difficulties 
arising under the present hodge-podge of legislation, they have 
not so far done so.§ The provisions governing debt contraction 
should be so definite and unmistakable as to prevent undue ex- 
pansion by resort to the courts. Borrowing for legitimate pur- 
poses and in legitimate amount as demonstrated by sound policy 
and needs ought not to be prevented by rigid constitutional pro- 
vision, nor debt contracted in good faith and after due con- 
sideration be invalidated because of some minor errors that may 
have crept into either through neglect or oversight during the 
process of issue. As it is today, such errors are sufficient to in- 
validate the evidences of debt in the hands of innocent holders,|| 
and to involve the taxpayers in wasteful and unwarranted ex- 
penditure. Too often, no doubt, municipal officials have taken 
advantage of this fact and either through acts of commission or 
omission, have been able to sell worthless securities. This fact, 
together with the enormous amount of borrowing by co-terminous 
and conflicting jurisdiction for a multitude of purposes has made 
it necessary for bond houses in effect to validate every issue 
which they purchase. This is expensive and the costs are paid by 

. “Report of the Committee on i Securities to the Executive 
council of the American Bankers’ association.” Law Journal, Vol. 24, 
+ Constitution, 1889, sec. 187. 
i Constitution, 1907, Art, x, sec. 29. 
dus ‘There is no established rule of construction which the courts have adopted 
in defining the words [What is debt in the constitutional sense], The desire on 
their part to limit the legal indebtedness of municipalities, or to compel the 
payment of a moral obligation rather than any fixed rule of construction, has at 
times influenced their decisions.” Abbott, Howard S. “A Treatise on the law 
of Municipal Corporations”; St. Paul, 1906, Vol. i, pp. 334-5. 
“It is a that where there is no authority ae. a of municipal 
bonds, that the holder, gg full of faith, is not and the bonds 


are void in all “hands.” Hill, John P. Advisabilit of Re 
Coupon Bonds.” The Green 16, p. . Simonten, T. C. 


14 
“A tise of the Law of Mauntelbal Bonds” P1896) Bec 
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the debtor public. A question essentially economic in all its 
phases should be solved by resort to economic principles; as it 
is today, it is primarily a question to be worked over and dis- 
i sected by the courts. 

Municipalities must borrow money. The securities which 
they issue are possessed of those qualities well suited for invest- 
ment purposes. Some method should be adopted which will 
check not only the extravagant use of municipal credit and make 
it impossible for city officials, either through innocent or wilful 
misconduct, to flood the market with questionable securities, 
but which would also determine the procedure of issue and 
legality of security. A possible controlling agent was suggested 
above, and in a broad way the powers indicated which are 
necessary for scientific control. The problem is the adjustment 
of local debt to the accepted and developed lines of private 
finance, an adjustment in which the interests of both creditor 
and debtor are fully conserved and guaranteed. By such a 
reform, expansive law suits over the legality and validity of 
contested bonds, far-fetched judicial decisions, counting this 
and that without or within the debt limit in order to make room 
for some needed improvement, or to curtail an undue disposi- 
tion to borrow, would in large measure be displaced by uni- 
formity, precision and certainty. 

The problems sought to be emphasized, therefore, are prob- 
lems of control. Control cannot come through blanket pro- 
visions which affect the amount of debt only and ignore the 
technique of issue. Borrowing is a legitimate method to pro- 
vide for large capital expenditure; it is nothing more than a 
simple financial device, commonly employed in our whole in- 
dustrial system. Adequate and enlightened control must be ad- 
dressed to the technique of debt creation where the problems of 
equalizing tax burdens between the present and the future show 
themselves through the time and method of debt payment, as 
well as to the technique of borrowing where the relations of 
debtor and creditor are revealed in the determination of an in- 
terest rate. 

Public debt is necessary to our local economy. Accurate ac- 
counts, publicity and control, so vital as respect current revenue 
and expenditure, become doubly necessary when debts are in- 
curred for vast undertakings and sinking funds are accumulated 
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for their payment. Public expenditures are increasing pari 
passu with the function of public powers. Larger and larger 
amounts of income are being diverted from private into public 
channels, and borrowing is more and more indulged in. Just 
as there can be no fixed percentage of public to private income, 
so there can be no fixed relation between borrowed funds and 
the total contribution which a people are willing to make. The 
necessary proportion must vary from time to time and from dis- 
trict to district. Neither can debt be made a certain percentage 
of the assessed value of property. The criterion for a proper 
measure of the relation of public to private income is service 
rendered, whether public income shows itself in taxes paid 
currently or in indebtedness contracted. Service is the guid- 
ing principle, and the measures undertaken to insure this in 
the form of checks upon the wastefulness of public money, 
whether by unreliable, incompetent or crooked officials or by 
meaningless accounts, etc., are likewise applicable to the con- 
trol of public bo. rowing. 

Our point of view may be summarized in the contention that 
public borrowing is neither a blessing nor an evil, but a legitimate 
financial device useful to some political units, indispensible to 
others, and harmful to still others, which requires for its proper 
control administrative talent of the highest type. Not only is the 
present constitutional control theoretically wrong, but as it 
operates it is open to the most serious objections. As a scheme 
of regulation it absolutely fails of its purpose. It was designed 
to prevent abuse of public credit, and it was thought this end 
could be realized by limiting the amount to be borrowed. In 
some cases, not only have the abuses but also the uses of credit 
been prevented ; while in others its use has been flagrantly abused 
in spite of the limitations. These were developed originally of 
a philosophy which stamped public debt as a public evil, and 
this philosophy still retains its hold upon us. 

The problems in public debt are, however, broader than cur- 
tailment of use; they involve regulated use and call for im- 
mediate attention. 
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Accounting Records 


By Ernest H. Cooper 


There was a time not far remote when most business enter- 
prises were largely run by guess work. One result of this prac- 
tice was that in many cases large amounts of capital were wasted 
on unprofitable undertakings before it was discovered that the 
object of business—namely profit—was not being attained. In 
other cases many profitable undertakings were losing money on 
certain classes of activities while making large profits on other 
classes of transactions, and thereby reaping a profit. No mariner 
would put to sea without a compass, and modern business men 
now realize that they cannot run a business successfully without 
the compass of fact to be had from complete books of account. 
Without guiding information to be had from such books of ac- 
count it is not surprising that over 90% of all business undertak- 
ings in the past have failed. 

Many causes in recent years have created a larger demand for 
facts required in safely piloting business undertakings over the 
rough seas of commercial endeavor into harbors of financial 
success. One of these causes is efficiency, which, in its last 
analysis means effectiveness. This word efficiency has been 
almost overworked by modern business men, if indeed it is 
possible to do this. 

The demand for effectiveness calls for facts of business 
operation which reflect its efficiency or a lack of it. The tremend- 
ous growth in the size and the diversity of interests of present 
day business undertakings has brought about a larger demand 
for information by which to guide business than has ever been 
known in the history of commerce. This increased demand for 
information of all the activities of business has made necessary 
more elaborate records and classifications of records than was 
previously required. In the accountant’s constructive work it 
is his constant endeavor to design records which will give the 
most complete information desired for the management of busi- 
ness with the least expenditure of time and effort. The account- 
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ant must not fail to take advantage of every known principle or 
device to bring about desired results. 

It is the purpose of this paper to emphasize the use of color 
in the construction and verification of accounting records. Per- 
haps the most common, and oldest, use of color in accounting 
records is the use of colored inks—red and black or blue—to 
show differing classes of entries in books of account. It may be 
stated that it is the tendency among American accountants today 
to use less red ink than was the custom. The evolution of the 
adding machine shows the value of color in making classifica- 
tions or distinctions. The old style machine had either white or 
black keys across the keyboard. A late model of one of the 
leading machines has in white the first two rows of keys on the 
right, for cents. The next three rows are for units, tens and 
hundreds are black. The three columns to the left of hundreds 
are white, and the last two columns to the left are for numbers 
not to be added, and also the error keys, are red. It is more 
difficult to make a mistake on this machine than it would be if 
all the keys were of the same color. 

A certain department store uses this form of sales-check 
for cash and charge sales, also for returned sales. No system 
of distinguishing these entries as ‘“‘cash,” and “returned sales” 
would be as infallible and economical as the having these checks 
of different colors. In the particular case referred to the cash- 
sales checks are white, the charge-sales checks are pink, and the 
credit sales checks, made out for returned sales, green. The 
original sales-checks are posted direct to customers’ accounts. 
The most careless bookkeeper would seldom, if ever, post a pink 
ticket to the credit of a customer’s account for a green one to 
the debit side, after he had become familiar with the meaning 
of the colors used. 

In one of the government offices at Washington, where re- 
turns are received semi-annually from departments, of the army, 
the status of each return is shown at a glance Sy the color of 
the paster on the front lower edge of the manila envelope in 
which the return is filed. If the return has not been examined, no 
paster appears upon the lower edge of the envelope. If, after 
examination, it is “suspended” pending a reply as to errors found 
therein, a green tag is pasted over the front lower edge of the 
envelope. When the return is settled, a blue paster is placed 
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over the green one and becomes a permanent indication showing 
that the return has been examined and settled. In this case 
other pasters are put around the top front edge to indicate the 
classification of the return. White pasters around the top front 
edge indicate infantry returns, yellow cavalry returns, and blue 
indicates post returns. 

It is a frequent occurrence in business concerns making 
shipments over different railroads or boat lines that their truck- 
men make mistakes in the delivery to freight houses. A method 
of diminishing such errors to a minimum has been devised 
and tried with success. Each railroad over which the business 
house is accustomed to ship is assigned a distinctive color. Each 
color is associated in as many ways as possible with all freight 
routed over that railroad. The routing labels, dray tickets, and 
if desired even the shipping and packing orders, are of that 
color. With this system it is difficult for the most unlettered 
teamster to go wrong. 

It is the present-day tendency among some large business or- 
ganizations to make their systems stand as much as possible so 
that expensive help may be done away with, and also that changes 
in the personnel of employees may not interrupt or embarrass 
the routine work of the business. The more difficult it may be 
for those who operate a system to make mistakes the better the 
system. A new saleswoman will be accurate in making entries 
on pink forms for charge-sales and on green ones for returned- 
sales, whereas if she were required to write on the check “charge” 
or “credit,” as the case may be, she would be more liable to 
make mistakes which would cause the ledger clerk or book- 
keeper to go wrong in making postings. 

The auditor’s colored pencils and inks of various colors are 
valuable to him. When figures have to be checked a second time, 
as is frequently the case, (for many times the figures have been 
checked once in an endeavor to locate discrepancies before the 
public accountant is called in), it affords a clearer and more 
effective check to use a different colored pencil or ink the second 
time than to only make a different check mark. If cash entries 
are checked into the ledger with blue pencil or blue ink, and 
other credits are checked with red, it is easy to pick out journal 
and other credits for further scrutiny. Some auditors use a 
special colored ink or pencil for all items which they wish to 
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further investigate. This facilitates quick reference to these 
items when going over working notes. 

A certain department store was frequently in the position of 
trying to collect from a stranger for a C. O. D. package after the 
driver had left it by mistake, believing that it was a charge or 
cash-paid package. The use of an address label of a distinctive 
color for all C. O. D. packages solved this problem, for the driver 
could not see the name on the package without knowing from 
the color of the label that it was a C. O. D. package. It fre- 
quently happens that goods sold at a discount are returned for 
credit at full price. If a distinctive color is used for sales-checks 
of goods sold at a discount the chances of their being returned 
for credit at full price is reduced to a minimum. 

Movable metal tabs of different colors, sometimes called 
“tickler tabs,” are valuable to use in connection with card indexes 
and card ledgers. For example, in a card ledger with cards hav- 
ing numbers 1 to 31 printed across the top, a blue tab on number 
20 may indicate that the account is due on that day. A red tab 
may indicate that the account is past due, that a draft has been 
drawn against it, and that if the draft is dishonored further 
steps are to be taken on that day; while a red tab may indicate 
that the account is long overdue and has been placed in the hands 
of attorneys for collection. A glance at these tabs on a card 
ledger will give the credit man or proprietor more information 
about the condition of accounts receivable than could be secured 
in hours by turning the pages of the ledger. 

In a retail business house of large size the credit man used to 
prepare a daily statement of new accounts for the information 
of the bookkeepers. The credit man now uses a red pencil in 
O. K.’ing first charges on new accounts, using a blue pencil for 
other charges. By this use of colored pencils the time formerly 
required to prepare the daily list of new accounts is saved. 

Specific applications of the use of color in accounting records 
and labor-saving devices are too numerous to mention. A selected 
variety has been presented here with the hope that from the uses 
mentioned the reader will get a view of the unlimited ways in 
which the accountant may make color serve his ends more effec- 
tively than any other agencies. 
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Cash Discounts* 


By ALEXANDER J. CONEN 


The chief function of trading account is to show the rela- 
tion of the “cost of goods sold,” 1. e., the “turnover,” to the 
amount of sales, the difference between the two representing 
gross profit or loss (as the case may be) from trading transac- 
tions appertaining to the legitimate conduct of the business. To 
institute a fair comparison the objects compared should be 
viewed under analogous conditions, and to consider costs on a 
cash basis in relation to sales on a time basis (or vice versa) is 
likely to show misleading results. Similar complications arise 
when some items entering into the cost are bought for cash and 
others are on time. For example: In the business with which 
I am connected some of our raw materials are always bought 
“net, sight draft against bill of lading’ (a trade custom), while 
others are bought on various terms, such as “net 30 days, or 
1% ten days”; “net 60 days, or 1% ten days’’; “net 60 days, or 
2% ten days,” etc. Under such conditions an accurate cost 
accounting cannot be reached except by reducing all items to a 
uniform basis, and to this end a cash basis commends itself as 
being best adapted and the easiest of attainment. An ideal 
“trading account’ would be one in which both cost and sales 
values are reduced to a cash basis, and it is my purpose to show 
in this paper how this is comparatively easy of accomplishment. 


As to cash discounts on purchases, where a concern makes 
a practice of discounting all purchases the matter resolves itself 
to a question of deducting the cash discount from the face of 
the bill before debiting same to its respective purchase account, 
or if a “cash discount” column is maintained in the cash dis- 
bursement book the total of said column should be credited to 
the purchase accounts at the end of the month. Where some 
purchases are discounted and others are not, or where none of 
the purchases are discounted a somewhat different arrangement 
will be necessary. In such cases, where an invoice is dis- 
countable the full face of the invoice should be credited to the 


* Paper read before the Kentucky Society of Public Accountants. 
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creditor's account, but the purchase account should be debited 
only with the net amount of the invoice after deducting the al- 
lowable discount for cash, the remainder being debited to 
untaken cash discount on purchases. 

I might mention that I am not satisfied with the word “un- 
taken” in the title of this account, but for the moment I can think 
of no better term—possibly a more suitable adjective might be 
suggested by others. A cash discount column should be main- 
tained on the cash disbursement book and the total of this column 
at the end of each month credited to “untaken cash discount on 
purchases.” At the close of a fiscal period an inventory should 
be taken of the discounts available upon outstanding “accounts 
payable” in the purchase ledger. After crediting this inventory 
to “‘untaken cash discount on purchases” the debit balance of this 
account will show the amount the concern has lost during the 
fiscal period through its failure to take advantage of cash dis- 
counts upon purchases. As this account represents in reality 
the interest the concern has paid to merchandise creditors it 
should be classed as a “capital cost with interest.” 

Where goods are bought with extra dating, for example a 
shipment of April 1 on terms of “July 1, 10% ten days, or 7% 
four months,” the cash discount should include not only the 
“to% ten days” but also the interest for the three months from 
April 1 to July 10 at such rate as the creditor allows for antici- 
pated time. By this method of handling “cash discounts on 
purchases” the respective purchase accounts will show the actual 
cash cost of merchandise or materials, and where in the same 
line of business one concern discounts and the other does not, 
each has the same basis for figuring costs, etc. 


Where a concern allows a uniform cash discount on its 
sales, such as 2% cash, it will only be ncessary at the end of each 
month to charge the respective sales accounts with the regular 
rate of discount and credit—‘untaken cash discount on sales” 
with the total of such discount upon the month’s sales. Against 
this account will be charged the discounts actually taken by the 
customers. At the close of a fiscal period an inventory should 
be taken of the discounts to which the accounts receivable on 
the sales ledger are entitled, and by charging this inventory to 
“untaken cash discount on sales” the credit balance will indicate 
the amount the concern has made through the failure of its 
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customers to avail themselves of the cash discount. This, like 
“untaken cash discount on purchases” should be classed as 
“capital income,” like “inteiest earned,”” because it represents 
the amount the customers have paid for the use of the concern’s 
funds. 

In case it should be deemed desirable to have the respective 
sales accounts show the total gross sales the monthly total of 
cash discounts, instead of being charged directly to the respective 
sales accounts they could be charged to “discount on sales,” with 
a corresponding credit “untaken cash discount on sales,” in 
which event the discounts actually deducted by customers, or 
others, would be charged to the latter account, while the ac- 
count “discount on sales” would be charged at closing into 
“trading account,” thereby having the same effect as deducting 
the discount from the sales accounts as first outlined above. 

Where different cash discounts or terms are allowed it would 
be necessary to calculate the cash discount upon each invoice, 
allowing for unexpired dating, and while charging the customer 
the full face of the invoice, credit the respective sales ac- 
counts with only the net, crediting the amount of discount (in 
a column on the sales journal or otherwise) to “untaken cash 
discount on sales.” 

While this may appear a somewhat radical suggestion I 
believe its adoption would be of benefit to those desirous of get- 
ting accounting down to a fine point, and that it is especially 
desirable in lines of business where large discounts and long dat- 
ing are given. 

I wish to invite particular attention to the difference between 
the accounts “cash discount on sales or purchases” and “untaken 
cash discounts on sales or purchases.” The former represents 
the total cash discounts available, whether taken or not, and 
the “trading account” accounts. The latter represent dis- 
counts that might have been taken, but which were not taken, 
and are capital income and cost accounts. 
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EDITORIAL 
Hands Across the Atlantic 


It is always pleasing to be praised by a contemporary, and 
especially by one who claims for his people the initiative in any 
profession or material endeavor. So, therefore, when one reads 
laudatory observations, as in The Incorporated Accountants’ 
Journal, of London, on the big results accomplished by the Ameri- 
can Association of Public Accountants, based on the Year Book 
showing for 1913, it seems doubly gratifying. The publication 
named, dealing with accountancy as a learned profession, says 
that it is “well sometimes to extend one’s outlook beyond the 
British isles,” and that while the home society “possesses in- 
fluential committees in the great dominions, * * * the out- 
look can be extended further, to other countries not owing 
allegiance to the British flag, * * * the principal of these, 
from the point of view of its importance in the world of com- 
merce, being the United States.” 

The British accountancy publication referred to generously 
and in broad spirit devotes three columns of its space to a com- 
prehensive article on the development of the American Associa- 
tion as shown by its Year Book, quoting liberally from expres- 
sions of association members and officials as to the fundamental 
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value of economics as the basis of education in accountancy 
compared with years of practical training and theoretical prepa- 
ration to make applicants qualified for acceptancy in the pro- 
fession. 

The article in question finds it particularly “interesting” to 
compare most favorably to the former, the work of a “com- 
mittee of professional accountants in a younger country” (refer- 
ring to the part taken by the American Association through its 
legislative committee with reference to the income tax bill) 
with that of a committee “generally representative of the pro- 
fession in the United Kingdom, such as the income tax com- 
mittee of the Association of Chambers of Commerce.” 

Our British contemporary graciously remarks that “we have 
every reason to congratulate our professional brethren in the 
United States upon their achievements on behalf of the profes- 
sion, and we shall watch the continued development of the 
certified public accountants on the other side of the Atlantic 
with pleasure and goodwill.” 

The JouRNAL appreciates the sentiment, and clasps the hand 
of its British contemporary with a reciprocal feeling of regard 
for its advanced professional principles. 


A Sample of Government 


Not all high government offices are sinecures. There used 
to be a belief that, once installed, the greatest burden of those con- 
trolling departmental work was the annexing the honorarium 
that attached to the office, leaving such labor as was essential to 
the performance of routine requirements in the hands of the 
vast clerical force of each one of the four branches of govern- 
ment. Not quite so in these progressive and exacting times. For 
instance, the department of the interior has been looked upon 
as a branch that has always had something or other to do with 
Indians, public lands, mining claims, and so on. It has a few 
other matters to adjust. 

It may be the opinion of many that only private corpora- 
tions, for profit, are competent to control intricate business 
affairs—the great big affairs of the country—but this seems 
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to be brushed aside by the following epitome of a few of the 
matters that the interior department has under its charge, and 
to indicate, in sample at least, a summary of its activities and 
the exactions upon its director. 

The secretary of the interior is the authority for this sum- 
mary. He has been looking over his job and says that the 
interior department, among other affairs, cares for the Eskimo 
in Alaska and for the insane in the District of Columbia, as 
well as for 324,000 Indians all over the continent, having prop- 
erty in trust valued at more than $1,000,000,000; it looks after 
the country’s beauty spots (national parks) ; it distributes $165,- 
000,000 a year to pensioners ; it issues an average of 3,000 patents 
a month to inventors; it issues patents for mineral lands, and 
takes means to prevent mine accidents; it has jurisdiction over 
the Indian and Negro schools; it controls the hot springs of 
Arkansas and the cliff dwellings of Colorado and Utah; it has 
control of the internal economy of Hawaii and Alaska; it 
measures the waters of a thousand streams, surveys the land of 
all the states, and prospects for hidden resources; it cares for 
300,000,000 acres of public land (exclusive of Alaska) out of 
which each year approximately 60,000 farms are carved; it has 
a bureau of education; and there are divers other matters to 
which its direction is given. 

The bigness of this business is suggestive. Where is the 
private corporation that would or could secure attention to 
this multiplicity of detail and unification of policy at the price 
paid to a departmental head? 


Continental Combinations 


While “Smash the Trust” is the battle cry of the politician 
in the United States, Europe seems to be entering upon a new 
phase of consolidated industries. The power of the “combine” 
in Germany never was greater than at the present time. In 
coal, in oil, in banking, in the expansion of its foreign trade, the 
German empire is no longer empirical, but is imperial in its con- 
stitution of harmonious units of action made up of similar inter- 
ests working for the fatherland. And now Spain is falling into 
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line, and the syndicating of its industries is taking large propor- 
tions. 

Combination of the sugar producers has resulted so satis- 
factorily that plans are maturing for other business lines to 
follow with organization on a large scale. The penalty of too 
great competition has been seriously felt. The paper millers have 
agreed to limit production and to compensate generously fac- 
tories that have to produce relatively less than the others or that 
will close down entirely. One of the main points of the agree- 
ment is the complete stoppage of work in all the factories on 
Sunday, in itself a matter of tremendous import for economic 
and other reasons. The new organization will take the form 
of a sales bureau. It will be called the “Central Papelera.” 

The flour mills are also to be syndicated, and the system of 
sales and credit is to be completely changed. Attention 
will then be turned to other trades awaiting advanced modern 
methods. 


Some Causes of Unemployment 


One of the largest industrial establishments in central Cali- 
fornia finds that it will cost that company from $10,000 to 
$12,000 a year to insure under the new state employes’ com- 
pensation law. This added expense cuts so deeply into the 
company’s profits that it has decided to go out of business under 
such conditions. 

A prominent blankbook manufacturing firm in the east, 
which has been highly prosperous and has proceeded satisfactorily 
with its employes, is winding up its business under dissolution 
proceedings because of the too frequent visits of the walking 
delegates coming to tell the proprietor what this, that and the 
other employe shall do and what shall be paid. 


Increased intensity of competition in the sugar refining field 
is regarded as inevitably driving the weaker competitor to the 
wall. Yet this is only typical of a condition in which the rule 
of trade is “competition to the death,” in order to prove that 
there is no combination. Under ordinary conditions the tolerant 
attitude of big business toward little business in the same field, 
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with reasonable legal supervision of the rules of competitive 
conduct, leaves room for healthy, active survival of both. But 
where there is no limit to competition extinction seems to be 
certain sooner or later. 

As laws are made nowadays, thus the philosophic observer 
reasons, they are enforced as well as formulated against the 
employer and investor, rather than with a view to encouraging 
capital to enter new or old fields. Hence the Morgans and the 
Standard Oil people lend their hundreds of millions to Greece 
and China, leaving the development of domestic industries to 
look out for themselves. 
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Income Tax Department 
Epirep By Jonn B. Niven, C. P.A. 


There have been no publications of importance by the Treasury de- 
partment during the past month, and the rulings which are printed in 
this number relate to matters of minor interest only. 

T. D. 1950 informs the collectors of their powers in regard to grant- 
ing extension of the time for lodging returns, and of the penalties for 
refusal or neglect to file returns within the prescribed time. 

T. D. 1953 permits collectors to mark returns of citizens received from 
foreign countries up to March 31 as having the time extended to cover 
the period of filing such returns; and instructs them that letters, stating 
amount of income, received from the consular service and others residing 
in foreign countries, in reply to cables from the State department, are 
to be accepted as tentative returns, so far as the date of filing is con- 
cerned—to be substituted for the proper forms when these are ulti- 
mately received. 

T. D. 1955 again extends the waiver of the requirement that numbers 
ef bonds should be filled in on certificates to June 30, 1914. 

It may be assumed that the Treasury department has now disclosed 
its complete interpretation of the law and that future rulings will be 
devoted to administrative details only, so that it now lies with the tax- 
payer to obtain the courts’ relief from those regulations which he con- 
siders out with the powers devolved on the department by the law and 
elucidation of the various points in the law and regulations which are in 
doubt. 

However, the present indications are that the first case to be laid 
for decision by the courts will be on the constitutionality and validity of 
the law itself and not upon its interpretation. 

In this connection, two cases which may ultimately prove to be of vast 
importance have been filed within the past month. These are Brushaber 
vs. Union Pacific Railroad Company, filed in the United States district 
court for the southern district of New York, and J. F. and H. E. Dodge, 
of Detroit vs. William H. Osborn, Commissioner of Internal Revenue, 
filed in the Supreme Court of the District of Columbia. 


In the Brushaber vs. Union Pacific Railroad Company equity suit 
the question of the constitutionality of the law is raised from many 
points of view. The complainant, a stockholder of the defendant com- 
pany, asks that the latter be enjoined from voluntarily making the re- 
turns and paying the taxes imposed by the law, and he gives numerous 
reasons why his request should be granted. Included among the reasons 
given are found most of the points which have been used in argument 
against the act, and, while reserving any comments and criticisms to 
which the pleadings may obviously lend themselves, perhaps a brief 
mention of the points raised will not come amiss at the present time. 
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In the first place, the complainant avers that so much of the provisions 
of the law as seeks to impose a tax upon net income received prior to 
October 3, 1913 is unconstitutional and void, for the reason that such 
receipts had, prior to the date of the act, become property and capital 
and had ceased to be income, and such provisions were thus repugnant 
to and in conflict with the third clause of the second section and the 
fourth clause of the ninth section of article 1 of the Constitution, be- 
cause they imposed a direct tax which had not been apportioned among 
the states according to population, and which had not been laid in propor- 
tion to a census or enumeration. 

He further contends that the taxes imposed by the act are uncon- 
stitutional and void in that there are specifically exempted from the 
imposition of the tax certain organizations, societies, associations and 
other corporations which are direct competitors of corporations and in- 
dividuals subject to the tax, and that the restricted powers of the 
Federal government do not permit of such exemption. 

Again, he avers that the taxes proposed to be assessed and collected 
and the provisions of the law providing for the assessment of such 
taxes are unconstitutional and void in that they are inconsistent with and 
violate the provisions of the fifth amendment to the Constitution: that 
property shall not be taken without due process of law and that private 
property shall not be taken for public use without compensation, for 
the reason that said provisions involve discrimination and classification 
of the persons and corporations and of the incomes of persons and cor- 
porations within the scope of said provisions which are arbitrary and 
unreasonable and constitute class legislature. In justification of this 
averment he points to (1) the specific exemptions of $3,000 and $4,000, 
which he says are exemptions of amounts greatly larger than amounts 
the tax upon which would equal the expense of collecting—contended by 
him to be the only constitutional measure of exemption; (2) the denial of 
any specific exemption to a corporation; (3) the fact that, where a cor- 
poration has assumed and agreed to pay the tax directed by the Act to 
be withheld, compliance with the statute requires it to pay the tax where 
the creditor, although entitled to exemption in respect that his entire 
net income amounts to less than $3,000, fails to file a claim to exemption 
with the corporation; (4) the fact that, in the case of a corporation 
indebted for more than the amount of its capital stock, the result of the 
operation of the act is to tax as income of the corporation monies re- 
ceived and disbursed not as earnings but as interest payments to its 
creditors, and which in the hands of its creditors are again taxed for the 
same year as income of the creditors; (5) the fact that while domestic 
corporations generally are restricted as above indicated in the amount 
they may deduct as interest, there is no such restriction on banks, bank- 
ing associations, loan or trust companies; (6) the fact that corpora- 
tions have to pay the normal tax on dividends received from other cor- 
porations, while individuals are not so taxed; (7) the provisions of the 
law with regard to the additional tax whereby discrimination and classifi- 
cation is made solely upon the basis of wealth and is not founded upon a 
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difference that the restricted powers of the Federal government permit 
to be the basis of classification; (8) the discrimination between and 
classification into two distinct classes—owners of taxable income part 
or the whole of which is withheld at the source, and owners of taxable 
income no part of which is withheld at the source—whereby the former, 
unlike the latter class, is deprived of the use and benefit of the moneys 
so withheld during the period between the date of the withholding and 
the date it is actually paid to the Treasury; (9) the refusal to allow the 
specific exemption of $3,000 or $4,000 or the deduction of the amount of 
dividends received with respect to the additional tax; (10) the dis- 
criminations which are based solely upon the circumstance whether the 
husband and wife are living together or permanently apart; (11) the fact 
that a person from whom tax has been deducted at the source may have 
again to pay the tax on the default of his fiduciary or withholding debtor ; 
(12) the benefit and advantage to one who owns his home over one who 
rents it; (13) the privileges extended to farmers, etc. 

The complainant also contends that the act is invalid in that it un- 
lawfully delegates to the secretary of the treasury to decide in certain 
cases whether accumulations of profits are unreasonable for the pur- 
poses of the business. 


In the equity suit of Dodge vs. Osborn it is narrated that the plain- 
tiffs are parties in business under the firm name of Dodge Brothers, and 
bring the suit as individuals and as partners and that the defendant holds 
the office of commissioner of internal revenue in the government of the 
United States, and he is sued in both his official and his individual 
capacity. The plaintiffs pray that Wm. H. Osborn may be made the 
defendant in their bill of complaint and required to answer thereto, and 
that relief be granted as follows: 


(1) That the income tax law may be declared defective and inopera- 
tive, for the reason that it provides for the assessments of income taxes 
without an opportunity being given the individuals and corporations to 
be assessed to show what their assessments in justice and right ought 
to be, the law being in this particular in conflict with the provisions of 
the fifth amendment of the constitution before recited; 

(2) That the act may be declared to be unconstitutional and void, for 
the reason that the discrimination in favor of corporations and against 
individuals and partnerships is not within the power conferred on congress 
to lay taxes, etc., or the power conferred by the sixteenth amendment 
to levy taxes on incomes from whatever source derived, and because the 
—- of the act following are in conflict with the fifth amendment, 
namely : 


(a) For the levy of assessment and collection of an additional 
tax on the income of individuals exceeding $20,000; 

(b) That, for the purpose of the additional tax, the taxable income 
of any individual should embrace the share to which he 
would be entitled of the profits if divided, whether distributed 
or not, of all corporations, etc., formed for the — of 
preventing the imposition of such tax through allowing the 
rofits to accumulate; and 

(c) That it permit corporations to withhold from taxation such 
portion of their profits as may be reasonably necessary for the 
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needs of the business and denies such privilege to individuals 
and partnerships. 

(3) That William H. Osborn may be temporarily and perpetually 
enjoined from assessing plaintiffs or any other individuals or partner- 
ships with any surtax whatever without first giving them proper notice 
of the timé and place when and where they will be given an opportunity 
to be heard on the questions whether they are subject to a surtax and the 
amount thereof; and that he be likewise enjoined even after notice and 
hearing from assessing or collecting any surtax upon or against plaintiffs 
or — other individuals or partnerships similarly situated or circum- 
stanced. 

(4) That it may be further decreed that plaintiffs and other individ- 
uals and partnerships are entitled to withhold from income taxation such 
portion of their profits as may be reasonably necessary for the purposes 
and needs of the business in which they are severally engaged in the 
same manner as corporations, joint stock companies or associations en- 

gaged in the very same kinds of business are permitted to do. 


The plaintiffs make numerous statements in support of the prayer of 
their suit, but these are not detailed, as sufficient information has been 
given to show the main line of their argument. 

Cases laid on such broad lines as those that have been just indicated, 
should, if carried to the ultimate court of appeal, settle once and for all 
time the constitutionality and validity of the law; and the further prog- 
ress in the courts of these two cases will be a matter of considerable 
interest to the public generally. 

There seems to be some confusion in the minds of many as to the 
correct interpretation of what should be included under Item 6A in the 
corporation tax return, and to make the confusion worse there has 
recently been promulgated by a district collector of internal revenue a 
decision which is worth quoting. He says: 


A corporation may deduct on this line the total amount of interest 
paid within the year upon all its indebtedness provided the amount does 
not exceed (at the rate paid) a sum not in excess of the interest upon 
its entire capital stock at the end of the year, plus half the interest- 
bearing indebtedness at the end of the year. In other words, if a company 
was paying a very large amount of interest on say $50,000 capital and 
$50,000 interest-bearing indebtedness, its interest deduction would 
limited to $4,500 in this case, provided the interest rate was 6%. This 
provision applies in cases where corporations are carrying a very heavy 
bonded indebtedness but would not affect ordinary cases. 


This interpretation is so contrary to the plain meaning of the language 
used in the law that there does not seem to be any room for contro- 
versy on the point. The law provides that the taxable income of a cor- 
poration shall be ascertained by deducting from the gross amount of 
income received within the year from all sources * * * “(third) the 
amount of interest accrued and paid within the year on its indebtedness 
to an amount of such indebtedness not exceeding one-half of the sum 
of its interest-bearing indebtedness and its paid-up capital stock out- 
standing at the close of the year * * * .” It is evident that what 
is to be deducted is the interest paid on one-half of the sum of two 
amounts, i.e., the interest-bearing indebtedness and the capital stock. To 
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obtain the result arrived at by the collector the word “sum” would have 
to appear before instead of after the words “one-half,” and the pro- 
vision read the sum of one-half of the interest-bearing indebtedness 
and the capital stock. But of course the law is not so worded, and as it 
now stands its only meaning can be that the amount to be deducted is 
not to exceed interest on one-half of the aggregate of the interest- 
bearing indebtedness and the capital stock.* 


Treasury Rulings 


(T. D. 1950 February 109, 1914) 
Time for filing returns of income, and penalties in connection therewith. 


To collectors of internal revenue: 

You are advised, and will so announce from your respective offices, 
that the law and regulations require returns of income for the taxable 
period, March 1 to December 31, 1913, to be made and filed on or before 
March 1, 1914. The law is mandatory and allows no discretion to be 
exercised by any officer. Section 3176, Revised Statutes of the United 
States, as amended and made part of the income-tax law, gives to col- 
lectors of internal revenue (they being satisfied as to the merits of the 
claim, and in the reasonable exercise of their judgment and discretion) 
authority to grant extension of time not to exceed 30 days from the time 
prescribed by law in which to file a return of net income, and then only 
in cases where such failure, neglect, or refusal is the result of “sickness 
or absence.” 

You are also advised, and will so announce, that there will be no 
change in income-tax regulations as they now exist prior to March 1, 
1914, and that all persons and corporations required to make a return 
which have not as yet done so should make and file their returns at the 
earliest opportunity and on or before March 1. 

Collectors will forward to this office immediately a report showing 
the number of returns filed in their respective offices as of February 20, 


1914. 


* Since the above was written a ruling has been made by the Treasury depart- 
ment on the question of the proper amount to be deducted as interest by corpora- 
tions in their returns. The ruling was received too late to be printed in this 
number, though it may be said that generally it upholds the interpretation given 
by the collector as above quoted. It appears difficult to understand the mode of 
reasoning by which the above result is arrived at, unless it is held that the 
indebtedness is made up of various separate amuounts and that it is one-half of 
the sum of these amounts that is to be added to the capital stock. However, the 
ruling fixes the position in the meantime, and it now lies with the corporations 
which made up returns on a different footing to make their interest deductions 
conform to the new interpretation. 
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Penalties and additional tax, in connection with refusal or neglect to file 
return of income within the prescribed time. 


As to corporations—For neglect or refusal to make a return within 
the prescribed time, corporations are liable to a penalty not to exceed 
$10,000; and in case of neglect or refusal to make, or for a false or 
fraudulent return made, 100 per cent is to be added to the tax; and in 
the case of neglect or refusal to make and verify a return within the 
prescribed time (except in case of sickness or absence) 50 per cent is 
to be added to the tax; and in case of an officer of a corporation or like 
institution charged with the duty and responsibility of making and verify- 
ing a return who makes a false or fraudulent return with the intent 
to defeat or evade any assessment or tax, he shall be guilty of a mis- 
demeanor, and be subject to a fine not to exceed $2,000, or to imprison- 
ment not to exceed one year, or both, at the discretion of the court, 
together with costs. 

As to individuals—For neglect or refusal to make a return within 
the prescribed time, the penalty is not less than $20 nor more than $1,000; 
and in case of intentional neglect or refusal to make, or for a false or 
fraudulent return made, there shall be added 100 per cent to the tax; 
and in case of neglect or refusal to make a return within the prescribed 
time (except in case of sickness or absence) there shall be added so 
per cent to the tax. 


(T. D. 1953 March 2, 1914) 


Extension of time for filing returns under income-tax law by citizens of 
the United States living abroad. 


To collectors of internal revenue: 
Referring to that portion of section 3176, as incorporated in the 
income-tax law, which provides that— 


In case of neglect occasioned by sickness or absence as aforesaid, the 
collector may allow such further time for making and delivering such 
list or return as he may deem necessary, not exceeding thirty days— 
you are informed as follows: 


Various citizens of the United States living abroad were unable 
through such absence from this country to inform themselves as to the 
requirements of the law, and were also unable to obtain the necessary 
blank forms on which to make their returns of annual net income for 
the income tax. You are therefore authorized to mark the returns re- 
ceived from foreign countries after March 2 and up to and including 
March 31 as having the time extended to cover the period of filing such 
return. 

The State department has cabled the consular service and others 
residing in foreign countries that they shall forward a letter, in which 
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their income shall be stated, and that such letter will be received in lieu 
of the return so far as the date of filing is concerned. 

Such letters are now coming to this office, and they are being for- 
warded to the various collection districts to be held as tentative returns un- 
til the returns on Form 1040 shall be received. The regular returns on 
Form 1040 when received should be attached to the tentative returns and 
both should be forwarded to this office with the assessment lists on which 
the same shall be listed. The date of filing the returns should be con- 
sidered that on which such tentative returns were filed. 


(T. D. 19055 March 10, 1914) 


Extension to June 30, 1914, of waiver of T. D. 1001, Treasury require- 
ments for the filling in on certificates of the numbers of the bonds 
of corporations, etc. 


Notice is hereby given that T. D. 1901, issued November 28, 1913, 
waiving, until March 31, 1914, the requirement that the numbers of the 
bonds or other like obligations of corporations, etc., from which interest 
coupons are detached or upon which registered interest is to be paid 
shall be filled in on the certificates is hereby extended to Jun 30, 1914. 

In all other respects the certificates referred to must be filled in 
accordance with the Treasury regulations before the coupons or 
orders for registered interest to which they may be attached shall be 
paid. 
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It will be seen that the meager information afforded by single-entry 
accounts, and the danger of mistakes arising from their lack of reliability, 
would render them almost useless when many complications enter into 
the transactions of a business. Although the necessity for a better sys- 
tem must have long existed, it was not until about four hundred years 
ago that any better method was devised. The introduction of the im- 
proved system, which has been given the name double-entry, was first 
made in Italy, but there seems to be some doubt as to its author, and of 
the exact period when it made its appearance in practice. 

Double-entry is founded on the immutable principle in nature that 
every action must have an equivalent counteraction. In physics it is 
known as the correlation of forces. A given amount of force exerted 
in a certain way will result in an exact equivalent of other forces, a 
portion of which may be available for use either as electricity or light, and 
another portion be wasted as heat or the destruction of material through 
friction. If a belt runs from a pulley of 24 inches diameter with a 
speed of 50 revolutions per minute and an indicated horse power of 45, 
to a pulley 8 inches in diameter, the latter will have a speed of 150 
revolutions per minute, but its horse power will be reduced to 15, provided 
friction is disregarded. The amount of work done is exactly the same in 
either case, 2,250 units. 


In accountancy this principle is stated as the equilibrium between 
debits and credits. No debit or credit can be created without the 
simultaneous creation of an equivalent credit or debit. If a manu- 
facturer buys a machine for $1,000, he has added that amount to his 
asset of “machinery.” If he pays for it in cash he has reduced his 
asset of “cash” by the same amount. If he buys it on credit, he has 
added the amount to his liabilities of “accounts payable.” Therefore, at 
the time when he debits “machinery” with $1,000, he must credit either 
“cash” or “accounts payable” with $1,000. 

A set of double-entry accounts may be compared with a pair of 
scales, one of which holds assets and the other liabilities. As all assets 
put into one scale are exactly offset by the liabilities put into the other 
scale, the scales will balance. If an additional asset is added to the 
“asset” scale, it is imperative that an equivalent asset of some other kind 
must be taken out of that scale, or an equivalent liability be put into the 
other scale, in order to preserve the equilibrium or balance. In the same 
way the addition of a liability must be accompanied by the abstraction 
of some other liability, or the addition of an equivalent asset to the other 
scale. 


This inflexible relation between debit and credit is expressed by the 
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term “double-entry.” In order to preserve the balance of the accounts, no 
entry can stand by itself; it must be offset by an equivalent entry of an 
opposite character. For a long time aiter the adoption of the double- 
ertry system this principle was rigidly adhered to in every individual 
case, a dual entry being made of each transaction, each member of the 
entry being posted to the ledger separately. As these entries were made 
daily the book in which they were recorded was called a “journal,” a word 
of French derivation, being used to distinguish it from the “day-book,” 
which was merely a collection of unrelated memoranda. The term 
“journal” entry has come to mean a dual entry, the debit and credit sides 
of which balance exactly. 


ADVANTAGES OF DouBLE-ENTRY 


One of the most important advantages of the double-entry system is 
that the accuracy of the accounts may be easily tested. As each debit 
or credit, when made, is balanced by a credit or a debit, it follows that 
any collection of debits and credits, however large, or however compli- 
cated, musi also balance. If the loads in a thousand small scales are in 
equilibrium, and those loads are transferred to the corresponding 
sides Of One immense pair of scales, the large scales must also be in 
balance. Therefore when any number of equal debits and credits 
are transferred from the books in which they were originally entered, to 
a ledger, by the process known as posting, the ledger itself must contain 
an equilibrium of debits and crediis; that is, it must be in balance. This 
equilibrium is tested by what is known as a “trial balance,” which is a 
list of all the debit and credit balances on the ledger, arranged in two 
columns, one for the debits and the other for the credits. If both columns 
add up the same it proves that the ledger is a correct collection of all 
the items pertaining to the accounts, the only chance of an error being 
that a counter error may have been made, or that some item has been 
posted to the correct side of the ledger, but to a wrong account. As 
such errors are infrequent, the figures of the trial balance can be relied 
upon in the preparation of any kind of financial statement. 

As single-entry is only the record of personal accounts and cash, it 
contains no information as to other assets or liabilities or as to any 
elements of profit or expense. Owing to the dual nature of double- 
entry, every element of a business must find expression in the accounts. 
A charge to a customer must be offset by a credit to a “sales account.” 
The payment of any expense must be charged to some kind of an “ex- 
pense account” more or less classified according to the character of the 
business or the desires of the proprietor. It follows that when the 
figures are assembled at the end of any fiscal period all the items that 
tend to increase or to decrease the final profits can be marshalled under 
appropriate headings, so as to disclose the effect of each one on the 
ultimate result. With this information in his possession the owner of the 
business can study each point with a view to eliminating as far as 
possible the causes of loss, and to stimulating those factors which make 
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for profit. With similar information in regard to past years, he can 
institute comparisons which will disclose in what particulars he is fall- 
ing behind, and in what he is making gains. By the single-entry methods 
he knows only the total of his profit or loss, and has no means of ascer- 
taining the sources or causes of the profit or loss. 


Another important advantage of the double-entry method is that 
items of expense or profit can be put on the books so as to affect only 
the fiscal period to which they properly belong. While a single-entry 
man might include deferred charges to operating and accrued accounts 
receivable among his assets, and accrued accounts payable and deferred 
credits to revenue among his liabilities, he is apt to do it because 
he has not progressed beyond the point of considering only tangible 
assets and actual liabilities. The single-entry man cannot get away from 
the idea that each element of his business must be looked at from 
the standpoint of cash. While he may take cognizance of wages accrued 
but not due,—because he knows they are virtually a cash obligation,— 
he probably will ignore accrued interest on a demand note payable, be- 
cause he does not have to take any practical notice of it until he pays 
the note. Sometimes it is dificult to persuade even a man accustomed to 
double-entry that he must take his accrued, but not due, obligations into 
considerations. The secretary of a street railroad company made a 
statement of earnings for five months, in which he included all the cash 
receipts and disbursements and all the expenses for which bills had been 
rendered, but omitted the accrued interest for the five months on $750,- 
ooo of bonded indebtedness at 5%, because the coupons would not be 
payable until the end of another month. 


RULES FOR JOURNALIZING 


Many rules have been formulated for making journal entries. The 
principal ones that have found favor are: Debit whatever comes into 
the business or costs the business value. Credit whatever goes out of 
the business or produces value for it. Or this: 


Debit Credit 
Increase of Assets Decrease of Assets 
Decrease of Liability Increase of Liability 
Decrease of Proprietorship Increase of Proprietorship 


Or: Debit the account that received the benefit, and credit the ac- 
count that yields the benefit. These rules are correct from an academic 
standpoint, but the difficulty is to remember the rule and to classify the 
entry to fit it. 


PERSONIFYING ACCOUNTS 


It is claimed by some that an easier way to make an entry clear is 
to personify all the accounts, by saying that Mr. Merchandise is the 
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person to whom is committed the custody of the goods in which we 
deal, and Mr. Cash the person to whom we pay or from whom we re- 
ceive the cash that is involved in our transactions. This becomes a little 
too complicated for most persons when an attempt is made to explain 
some of the more intricate entries, especially in closing the books. 

There are occasions, however, when the fiction of personification be- 
comes useful in clearing up difficult questions of analysis in the accounts. 
For instance, in determining what items belong in the “manufacturing,” 
“selling,” or “profit-and-loss” divisions of a revenue statement, it may 
clarify matters to imagine that we are dealing with one man engaged in 
the manufacturing department only, with another who is concerned 
solely with the selling, and with a third who is the proprietor or capitalist 
of the business. The manufacturer may claim that cash discount taken 
on purchases of raw material is a reduction of the price to be charged 
his department, while the seller may claim that the discount allowed on 
his sales is no affair of his, but that it must be charged, in the “profit- 
and-loss” division, to the proprietor, on the ground that it is necessitated 
by the lack of sufficient capital contributed by the proprietor to the 
business. Bringing the personal element into the question makes it more 
, Tealistic than treating it in the abstract sense. 

These and many other examples that might be given of attempts 
to explain debit and credit, show to what length the authorities are 
driven to form a working hypothesis which shall cover all the points of 
the subject. 


DesBit AND CREDIT 


The difficulty seems to be that they all start with a wrong idea of the 
fundamental principles. Thomas Jones, who was one of the first writers 
on the subject, said: “All debts are not sums owing to us, nor are all 
credits sums we owe. These terms are used arbitrarily, and any attempt 
to exhibit them in one uniform relation of indebtedness must necessarily 
oblige us either to use terms of corresponding ambiguity, or resort to the 
personification of things which not only have no existence, but the in- 
debtedness of which cannot possibly have any apparent influence on the 
end we aim to accomplish. In personal accounts they bear a literal 
meaning; and by analogy they have been extended to all other accounts; 
but the relations which constitute that analogy are too obscure to be 
of use as a guide to the student, and are more calculated to mystify than 
explain the subject.” 

Again, Charles E. Sprague says that bookkeepers call “all credit 
balances liabilities, although they know that some of those balances are 
not liabilities. Even admitting that there is a fictitious entity, it owes 
nothing to the real owners.” He gives as the basis for determining 
whether an item is a debit or a credit six classifications, “debit expressing 
an increase of assets,” “decrease of liabilities or a decrease of proprietor- 
ship,” and “credit,” the three opposites of these, as quoted above. 


It would seem as if these more or less elaborate attempts to define 
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and explain “debit” or “credit” would be unnecessary if we could find 
some method “to exhibit them in one uniform relation of indebtedness,” 
which as we have seen Mr. Jones says cannot be done. In other words, 
if we can show that a debit is always something due to, and a credit 
something due from, the business the problem will be greatly simplified. 


RELATION OF THE PROPRIETOR TO THE BUSINESS 


To do this it is absolutely necessary to discriminate between the 
“business” and the “proprietor” who owns it. In speaking of this view 
of the matter, Mr. Sprague says: “I cannot see that it justified the 
inclusion of proprietorship among the liabilities. Surely the business does 
not stand in the same relationship to its proprietors or its capitalists as 
to its ‘other’ liabilities.” What then is the relation of the business to 
the proprietor? If A invests a certain sum of money in a business to be 
managed by B, under the name of B & Co., the distinction between A, 
the proprietor, and B & Co., the business, is plain. A would charge 
B & Co., on his books, and it would be difficult to make him understand 
that B & Co. did not owe him the money represented by that debit balance. 
It is true that the account would not “stand in the same relationship” 
as other accounts that are of short duration, but that would not change 
its character as a debit. But if it is a debt on A’s books, what magic 
is there in the word “capital” that changes its nature on the books of 
B & Co., except to classify it as the last debt to be paid, which is a 
difference in degree but not in kind? If this is agreed to, it seems 
equally true that when A invests money in the business of A & Co.— 
which he himself manages—he is acting in a dual capacity as A, the 
capitalist, and A & Co., the business. If the latter business goes into the 
hands of a receiver, all that is left when the “other” liabilities are paid 
would certainly constitute a debt of the receiver to A, and would be so 
treated and paid. The fact that A does not get any payment until every 
other claim is satisfied does not alter his status, any more than the 
status of second mortgage bondholders as creditors is altered by the 
fact that there may be only a partial payment to them possible after 
the first mortgage bonds are paid. 


If the capital is acknowledged to be a debt of the business, our next 
concern would be with the nominal accounts, such as “rent,” “wages” 
and “expense.” That these are debts due to the business by the proprietor 
arises from the fact that the business is managed for account of the 
proprietor, who must eventually pay all its outgo and receive all its 
income. When the manager has expended various sums for rent, 
wages, etc., he is entitled to present a bill to the proprietor as an in- 
debtedness of the latter to the business. The proprietor, while acknowl- 
edging the indebtedness, tells the manager that, since the actual money 
is not needed, he may charge the items to his account, but for statistical 
reasons to do so, not in one general account but in different ones, such 
as “proprietor for rent,” “proprietor for wages,” and so on. The man- 


ager, for the sake of brevity, drops the name of the proprietor, and 
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keeps the accounts as “rent,” “wages,” etc. When the gross profits are 
ascertained, at the close of the fiscal period, they unquestionably belong 
to, are owed to, the proprietor, and the profit and loss statement is 
simply the statement of the proprietor’s account with the business, in 
which, as in every other personal account, the debits and credits are 
offset, and only the balance is accounted for. That this balance is really 
a debt due by the “business” to the “proprietor” is shown by the fact 
that the latter can demand every cent of it in cash. That he allows it 
to be added to his original credit in a personal business—or in the case 
of a corporation allows it to be credited to a new proprietorship account 
called “surplus’—does not in any way alter its character as a debt of the 
business to him. 

In the personal accounts any item for which payment can be de- 
manded from any person is a debit, any item for which payment can 
be demanded by any person is a credit. In the impersonal, or nominal, 
accounts any item payment for which can be eventually demanded from 
the proprietor is a debit, and any item for which the proprietor can 
demand payment is a credit. No other touchstone seems to be needed 
to determine the true nature of any item. 

The most severe test of this method of treating this matter would 
probably be found in explaining the asset accounts, and yet it is reason- 
able to say that if the business invests money in a building, machinery or 
material, for the account of the proprietor, the latter must owe the 
business for these things. If a reserve is set up for depreciation on 
building or machinery it must be a credit, for it is a payment due the 
proprietor for the use of the building or machinery, representing the 
loss of value to him consequent on such use. Another, and perhaps bet- 
ter, way to regard the credit to a “reserve account,” is that it is not a 
true credit, but is rather to be considered as a deduction from the debit 
account of the asset to which it refers, and is expressed on the books 
as a credit purely for convenience. 

In the same way any item may be satisfactorily explained if its 
real nature is ascertained. It does not seem an unreasonable thing to 
recommend the adoption of a theory which may be applied to every phase 
of a subject and fits them all. 


Every DousLe-ENtTRY A JOURNAL ENTRY 


As the double-entry system requires an offsetting credit for every 
debit, it necessarily follows that every entry in such a system must 
be in essence a journal entry. At first, as we have said, this was actually 
the case, each separate transaction being represented by an individual 
journal entry. The first step in advance consisted in combining items 
of the same character into one entry for the transactions of each day. 
Thus, if there were twenty sales of merchandise in a single day, instead 
of making twenty separate entries, each one debiting a customer and 
crediting merchandise, one entry for the day was made, each of the 
twenty customers being debited, but merchandise given only one credit 
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for the total of the day’s sales. In the same way cash would be debited 
with the total receipts of the day and customers would be individually 
credited. The next step was obvious; instead of completing the journal 
entry by one debit or credit for a single day, the list of individual items 
was carried for a month and one posting of the total was made at the 
end of the month. As transactions increased in number, the journal was. 
divided into several different books, one devoted to cash transactions 
only, another to sales, and a third to purchases, while the ordinary 
journal was continued in use for miscellaneous items, such as the trans- 
fer of entries from one account into anoiher, either for the correction of 
errors or for the closing of one account into another. Such a journal is 
often called a cross-entry journal, as it is a mere record of transfers be- 
tween accounts and does not register original transactions. 

As soon as the journal was divided into several books it became pos- 
sible to depart from the conventional form of one debit and one credit 
column, and to introduce as many columns as the needs of the business 
required. In most of the books the journal nature of the entries, while 
temporarily obscured, became apparent at the end of the month when the 
figures were assembled by totals. in a sales book containing a number of 
columns for different classes of sales, the journal characteristics appeared 
by the charge of the total of all the transactions to the controlling account 
of customers, and the credit of the totals of the various sales columns to 
their respective sales accounts. The same was true of a “purchase” or 
“voucher record,” a “notes receivable register,” or any others of the 
many forms into which the journal had become divided. 

The advantage of this specializing of the journal was not confined to 
the possibility of varying its form. Each division being in a separate 
book, it became possible for all the books to be in use at the same time 
in the hands of different persons. In a large business this subdivision 
of the work is carried to such an extent that one person will often have 
charge of a single book, and will know nothing whatever of any trans- 
actions not recorded between its covers. Such a person is liable to 
become caught in a rut from which he may find it difficult to escape 
unless he has ambition enough to fit himself for something less monoton- 
ous and more remunerative. 


Journat Nature or Book 


The one book in which the journal characteristic seems to be lacking 
is the cash book. It is puzzling to many to understand why items on 
the left-hand page of a cash book are posted to the right-hand side of a 
ledger, and the reverse for the items on the right-hand page, when items 
in a journal are always posted to the same side of the ledger as the 
columns in which they appear in the journal. The difficulty disappears 
if the cash book is thrown back into its original journal form. That 
is, instead of recording the receipt of money from various persons by 
registering his name and the amount he pays on a single line, the full 
journal entries would be: 
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Cash $100.00 
as 50.00 
To B $ 50. 
Cash $200, 
ToC 


and so on to the end of the month. Even if separate postings are not 
made of individual cash items, but the total of the cash column is posted 
to the debit of “cash” in the ledger at the end of the month, it is a 
manifest absurdity to duplicate every amount, when the total charge 
to “cash” can just as well be ascertained from the footing of the credit 
column. The debit column of “cash” can therefore be eliminated as 
useless, but it must always be remembered that it is still there in theory. 
Therefore, ii: posting from the left-hand page of the cash book, we are 
in reality posting from the right-hand column of a journal, and the 
seeming disappears. This is the reason that a cash book always has a 
heading on the left-hand page of “Dr. Cash.” The journal entry used to 
be further indicated by the word “to” in front of every item on that 
page. 

In the same way the total of the items on the right-hand page is a 
credit to “cash,” in recognition of the right-hand journal column which 
has been eliminated as useless. This is expressed by the heading of the 
page “Cash, Cr.,” and used to be further indicated by the word “by” in 
front of each item on that page, showing that the item was a debit. 
The use of the words “to” and “by” has been largely, if not wholly, dis- 
continued, both in the cash book and ledger, as unnecessary. In posting 
from the right-hand page of the cash book, we are really posting from 
the left-hand column of that page. The use of the left-hand side of the 
journal and ledger for debits and the right-hand side for credits is a 
conventional custom for which no known reason has ever been given. 


JOURNALIZING ALL ENTRIES 


It is customary in some houses to bring all the business of the month 
into the journal by summaries, and to post everything that belongs in 
the general ledger from the journal entries. There does not seem to be 
any good reason for this, if the subsidiary books are kept in any reason- 
ably proper manner. For instance, if the “purchase record” is kept on 
the plan of crediting each creditor with the goods bought from him 
such credits are posted directly from the record, and there does not 
seem to be any reason why the offsetting debits in the distributive columns 
should not be posted directly from the same book to the respective 
accounts in the general ledger. This is especially true of the practice 
some have of journalizing cash. To copy all these entries in the journal 
necessitates duplicating work, where a journal voucher is used, to tripli- 
cating it without any apparent advantage and with the risk of error in 
copying it. To say that it is well to assemble all the transactions in the 
journal is to lose sight of the fact that the cash book and all other books 
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of original entry are themselves journals, and that all of these together 
are one journal, bound in separate covers merely as a matter of con- 
venience, and with the journal idea somewhat obscure to the superficial 
observer, on account of the suppression in most of them of one or the 
other half of the journal entry—in its distinctive form—though it appears 
in reality when the totals are posted to the ledger. 


Opreninc Dousie-Entry Booxs 


When it is determined to transfer a set of accounts from single to 
double-entry system, it is necessary to make up a statement of the con- 
dition of the business by listing the assets and liabilities, the excess of 
the assets being the proprietor’s net worth or capital. On the journal 
of the double-entry set an entry is made debiting the various asset oc- 
counts and crediting the capital account of the proprietor. Another entry 
is made crediting the liability accounts and debiting the proprietor. 
The balance of the proprietor’s account will manifestly then be the dif- 
ference between the assets and the liabilities. Or a compound journal 
entry may be made, in which the assets are debited on one side and the 
liabilities and proprietor’s capital are credited on the other. The proprie- 
tor’s capital is then shown as one amount credited, instead of the dif- 
ference between a debit and a credit amount. Still, a third way is to 
debit the asset accounts and credit a balance account, and to debit the 
balance account and credit the liability accounts and the proprietor’s 
capital. This last method is in favor among British accountants, but 
Americans as a rule do not see any advantage in opening a balance ac- 
count and then immediately closing it again. If the single-entry cash 
book is of the regular pattern, it can be used for the new set. If the 
single-entry set included ledger accounts with customers and creditors, 
the same accounts may be continued. A number of general ledger accounts 
will have to be opened, one for each of the assets, except customers’ 
balances, and for each of the liabilities, except creditors, and for the 
various elements which enter into the management of the business, such 
as “merchandise purchases,” “sales,” “salaries,” “expenses,” etc. the 
number of such accounts depending upon the extent to which it is de- 
sired to subdivide the information to be obtained from the books. The 
general, customers’ and creditors’ ledgers may be separate books, or 
subdivisions of one book. 


Books 


The double-entry system usually covers the use of more books thas 
the single-entry does. The only additional book that is essential is the 
journal. The books in which an entry first appears are called books of 
original entry, in which all items are entered in the order of the dates 
on which they originate. Ledgers are books into which these items are 
posted to the appropriate accounts. A ledger, therefore, is not a book 
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of original entry, and for that reason it is not accepted by the courts as 
evidence, unless the person testifying states that he has verified the 
postings from the books of original entry, making it virtually his abstract 
of those books. 


PRoBLEM 


The following problem is taken from the C. P. A. examination of 
May, 1913, in Illinois: 

M. F. commenced business January 1, 1913, and early in February 
handed you his day-book with the following entries in it and requested 
you to open a set of double-entry books and submit a trial balance as of 
the close of business January, 31, 1913. Draft the trial balance. 


Jan. 1 Commenced business with cash capital ................. $12,500 
3 Bought merchandise from Jas. Harrison & Co. :....:.. 2,700 
7 Bought merchandise from W. Smith & Co. .......... 3,225 
10 Received check from Wm. Adams (discount $60) ..... 2,340 
11 Paid Jas. Harrison & Co. by check (discount $135) — 
12 Paid by cash, three months rent ........................ 200 
13 Bought merchandise from H. Kershaw ............ — 
17 Sold goods to H. Hobson ............ 1,600 
25 Paid W. Smith & Co. by check (discount $160) ....... 3,005 
26 Received check from H. Allan & Co. (discount $75) ... 2,600 


There was $175 cash on hand at the close of the ‘month, the balance 
being M. F.’s personal expenditures. 


SoLUTION 


In order to find the condition on January 31 it is necessary to set up 
the following accounts: Since all the receipts were not deposited, and 
the bank balance at the end is not given it is necessary to charge and 
credit the bank in the cash book and to open an account with it on the 
ledger, in order to find the balance at the end of the month. The bal- 
ance of the cash book will then be the currency on hand. 
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Cash Book 
1913 1913 
Jan. 1 Investment ........ $12,500 Jan. 1 Bank deposit ...... $11,750 
10 Wm. Adams ...... 2,400 40 
11 Bank, Harrison ... 2,565 10 Discount, Adams .. 60 
Discount “ pees 135 Bank deposit ....... 2,340 
25 Bank, Smith ....... 3,005 11 J. Harrison & Co. .. 2,700 
Discount “ se 160 12 Rent to March 31 .. 200 
26 H. Allan & Co. .... 2,675 40 
Office expenses .... 35 
Office expenses .... 25 
25 W. Smith & Co. ... 3,225 
; 26 Bank, deposit ....... 2,600 
Discount Allan & Co. 75 
Office expenses .... 20 
M. F., Personal ... 135 
Balance on hand 175 
$23,500 $23,500 
Bank 
Jom. $11,790 Jam. 11 Check $ 2,565 
$16,690 $16,690 


Cash Discount Taken 


Jan. 11 Harrison ........ $ 135 


Cash Discount Allowed 


75 
Wages 

40 

Office Expense 

Jan. 15 Cash Siuscenmntel $ 35 

25 

20 
Rent 

$ 200 


The Journal of Accountancy 
Separate accounts might be set up for each customer and creditor, 
but the following method of treatment is equally clear and has the 


merit of saving time, which is an important point in an examination: 


Amount Receivable 


Jan. 3 W. Adams ........ $ 2,400 Jan. 10 Cash & Discount ..$ 2,400 
Jan. 8 H. Allan & Co. ....$ 2,675 26 Cash & Discount ..$ 2,675 
Jan. 17 H. Hobson ........ $ 1,600 

19 W. Adams ........ 800 

21 H. Allan & Co. .... 1,250 


Accounts Payable 
Jan. 11 Cash & Discount ...$ 2,700 Jan. 3 J. Harrison & Co...$ 2,700 
25 Cash & Discount ...$ 3,225 7 W. Smith & Co. ...$ 3,225 
13 H. Kershaw ....... $ 3,700 
Merchandise Purchases 
Jan. 3 J. Harrison & Co. ..$ 2,700 


3,225 
13 H. Kershaw ........ 3,700 


Merchandise Sales 


8 H. Allan & Co. .... ais 
W. ........ 
21 H. Allan & Co. ..... 1,250 


As the books are not closed, all the above accounts are left open, 
the balance not being expressed, except the Cash and Bank, in which 
the balance is not self evident. The other accounts are supposed to 
be footed in small pencil figures. 


Trial Balance, January 31, 1913 
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$25,220 $25,220 


Two accounts might be opened with rent, the original amount of $200 
being charged to “rent paid in advance,” one-third of it being credited 
out by a charge to rent, but this hardly seems necessary. Of course, the 
year would appear at the head of every date column in practice. 

The trial balance, used as a compound journal entry, would open the 
double-entry set. It seems useless to copy it again in strict journal form. 
If any examiner objects to this saving of time, or to any other portion 
of the solution, he will confer a favor by criticizing it. Persons taking 
the examination are often at a loss to know how much or how little they 
are expected to do. They do not want to waste valuable time, neither do 
they wish to leave out anything that the examiners would consider 
essential. 
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MINES ACCOUNTING AND MANAGEMENT, By Lawrence D. 
Dicxser, M. Com. F.C.A., Published by Gee & Company, London, 
1914. Price $1.75. 

The preface states that the primary object of the book is to provide 
mining students with a handbook explaining how the actual transactions 
of mining should be carried on. Careful reading of the book, however, 
indicates that it is more specifically adapted for the perusal of account- 
ants who are not familiar with the intricacies of mining or the details 
of labor pay rolls. 

Chapter 1 concludes with a brief reference to the value of standard 
costs for comparative purposes. This all-important subject might well 
have been made the basis for an entire chapter. The office treatment of 
cash and bank accounts may follow an established English custom, but is 
not in keeping with current practice in American mines. One cannot 
but wonder whether the author assumes that the average mine manager 
does not comprehend the difference between “productive labor” and 
“overhead,” or whether his accountant-readers needed primary instruction 
in the rudiments of double-entry bookkeeping. Also, it 1s not obvious 
why such specific directions should be given for handling the cash and 
cash accounts, if both chief and petty cashiers are to be employed, as 
indicated 

Chapter 4, on “wages,” is ably and concisely written and highly in- 
structive to any novice about to take up clerical work in a mine’s office. 
The treatment of “stores accounts,” or inventory, is incomplete. The 
author pleads for a frequent and accurate inventory, but overlooks a 
modern card-index perpetual inventory, almost universally in use wherever 
supplies are kept and issued. The system of requisition for supplies 
receives too little consideration, since the value of the material through 
this department frequently exceeds the amount of cash handled. 

The chapter on “sales of output” is useless in America, because of 
the dissimilarity in mining practice, market, and treatment of ores. The 
author's differentiation between capital and revenue is warranted neither 
by economics nor custom, but the treatment of various methods of mark- 
ing off depreciation, and his comparative ten-year table, showing the net 
depreciation by each method, are admirable. 

Chapter 11, which discusses profit and loss, is really a general outline 
of corporate management. The latter one-fifth of the volume is a re- 
print of the Report of the Mine Account and Cost-Keeping committee 
of the council of the Institution of Mining and Metallurgy. This report 
is the most valuable portion of the book, comprising as it does a plea 
for uniform cost accounting in mines, wherever possible, and embodying 
the standard practice in the mines of the United Kingdom. The one 
possible field for this book is as a guide to accountants about to serve 
their apprenticeship at an English mine. 

Henry M. Payne. 
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Correspondence 
Dignified Business 
The Editor, The Journal fo Accountancy: 


Sir: Your editorial in the February issue entitled Solicitation and 
an article on Ethics of Accountancy in the March issue have been read 
by me. These are threadbare topics in nearly all professions, and, in 
the last analysis, the ethics of any profession are simply those governing 
what may be called the ethics of a gentleman. In matters pertaining to 
business, it is to be regretted that heretofore the rule rather than the 
exception has been “Every one for himself, and the Devil take the 
hindmost” — if I may be excused for using the colloquialism. Today, 
however, in both professional and business life, a higher standard of 
ethics is recognized to be in vogue. 

In the profession of accountancy individual ability and experience 
are recognized as much as in any other and are the ultimate means by 
which success or failure is measured. 

There are dignified ways in which the individual practitioner or firm 
may secure business, other than by display advertising or personal 
solicitation by employees, but I consider the solicitation by large incor- 
porated companies, in which personality is entirely eliminated, deroga- 
tory to the profession. 

I have before me such a letter bearing the names of prominent bank- 
ers as officers and aslo as members of board of control. Some of these 
men I have a personal acquaintance with and feel sure that if the matter 
were properly presented to them, they would not sanction the use of 
their names for such apparently ulterior motives or any profit they may 
gain. Is it not an infringement of the ethics of banking? 


Respectfully, 
H. R. Ropertson, 
Minneapolis, March 23, 1914. 
Announcements 
The Ohio State Board of Accountancy 


The Ohio State Board of Accountancy conducted an examination 
November if, 12 and 13, 1013, with twenty-five applicants. Of this 
number the following passed the examination and received certificates: 
Messrs Robert E. Belt, Washington, D. C.; Robert H. Leamy, New York 
city; F. W. Hart, Cincinnati, O.; F. M. Schaeberle, New York city; 
Frank R. Wycoff, Cleveland, O.; A. L. Peters, Columbus, O.; F. C. 
Brubaker, Cleveland, O.; S. O. Watson, Cleveland, O.; J. D. Cloud, 
Cincinnati, O.; H. C. Marble, Cleveland, O.; and R. J. Beaman, Cincin- 
nati, O 
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In addition, certificates were issued under the reciprocity clause of 
the Ohio statute to Messrs W. Valentine Manley, Chicago, Ill, and 
George Millar Barr, Pittsburg, Pa. 


The firm of J. Lee Nicholson Company announce the removal of 
their office from 346 Broadway to the Woolworth Building, 233 Broadway, 
New York city. 


Frank G. Du Bois, C. P. A., announces the removal of his office from 
the Union building to 1020 Kinney building, Newark, N. J. 


Frederick J. Hillman, C.P.A., has been elected president of the 
Western New England Chamber of Commerce which is a federation 
of chambers of commerce and boards of trade in thirty-five cities and 
towns in Massachusetts, Connecticut, Vermont and New Hampshire. 


We regret to record the death on March oth of Andrew C. Feuss, 
C.P. A. (Maryland) a member of the Maryland Association of Certified 
Public Accountants and a fellow of the American Association of Public 
Accountants. 


R. C. Lloyd has been appointed secretary of the Society of Louisiana 
Certified Public Accountants, in place of Paul Havener, resigned. 


The accounting business conducted for many years under the name 
of Suffern & Son, certified public accountants, New York city, has been 
taken over by Messrs John R. Loomis, C.P.A. Edward L. Suffern, 
C.P.A. and Henry B. Fernald, C.P.A., and will be continued at 129 
Broadway under the firm name of Loomis, Suffern and Fernald. 


Frederick L. Thornton has resigned the position of assistant auditor 
of the Kansas City Electric Light company to become a member of the 
staff of Arthur Young & Co., certified public accountants, of Kansas City, 
Mo. 


The Maine board of accountancy will hold its second examination in 
the early part of June, provided at least eight applications for examina- 
tion are filed with the secretary not later than April 15. 


William Dillon, C. P..A., announces that his office is now located 
at room 54, Mason building, 70 Kilby street, Boston, Mass. 


Archibald W. Norman (chartered accountant) and Will B. Hadley 
(B. S. in Econ.) announce that they have formed a copartnership for 
the general practice of accounting under the firm name of Norman & Had- 
ley with offices in the Land Title Building, Philadelphia, Pa. 
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